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The explanations and examples in this publication re-
flect the interpretation by the Internal Revenue Service
(IRS) of:

e Tax laws enacted by Congress,
e Treasury regulations, and
¢ Court decisions.

However, the information given does not cover every
situation and is not intended to replace the law or
change its meaning.

This publication covers some subjects on which a
court may have made a decision more favorable to tax-
payers than the interpretation by the IRS. Until these
differing interpretations are resolved by higher court
decisions or in some other way, this publication will
continue to present the interpretation by the IRS.

All taxpayers have important rights when working
with the IRS. These rights are described in Your Rights
as a Taxpayerin the back of this publication.



Introduction

This publication can help you pre-
pare your tax return by taking you
through each part of the return. It
supplements the information in
your tax form instruction booklet.
It explains the tax law and will
help you understand your taxes
so that you pay only as much tax
as you owe and no more.

The publication begins with
the rules for filing a tax return. It
explains who must file a return,
which tax form to use, when the
return is due, and other general
information. It will help you iden-
tify which filing status you qualify
for, whether you can claim any
dependents, and whether the in-
come you are receiving is taxa-
ble. The publication goes on to
explain the standard deduction,
the kinds of expenses you may
be able to deduct (like medical
expenses, donations to charities,
etc.), and the various kinds of
credits you may be able to take to
reduce your tax. This includes the
rules for the earned income

credit and the advance earned in-
come credit.

Throughout the publication
are examples showing how the
tax law applies in typical situa-
tions. Sample forms and sched-
ules show you how to fill out your
return. Also throughout the publi-
cation are flowcharts and tables
that present tax information in an
easy-to-understand manner.

The index in the back of the
publication will help you find the
information you need.

Some material that you may
find helpful is not included in this
publication but can be found in
your tax form instruction booklet.
It includes the following:

e Lists of where to report certain
items listed on information
documents,

e List of mailing addresses for
where to file returns,

e List of recorded tax informa-
tion topics (Tele-Tax), and

¢ List of phone numbers for call-
ing the IRS.

If you operate your own busi-
ness or have other self-employ-
ment income, such as babysitting
or selling crafts, see these other
publications for more
information:

¢ Publication 334, Tax Guide for
Small Business,

e Publication 533, Self-Employ-
ment Tax,

¢ Publication 535, Business Ex-
penses, and

e Publication 587, Business Use
of Your Home (Including Use
by Day-Care Providers).

You can get free IRS publica-
tions and forms. Call 1-800—
TAX-FORM(1-800-829-3676)
or use the order form in the back
of this publication. Many public li-
braries also have reference sets
of these publications that you can
use.

IRS Customer Service Standards — 1996 Progress Report

If you have access to a per-
sonal computer and a modem,
you can also get many forms and
publications electronically. See
How To Get Forms, Publications,
and Other Information in the back
of this publication for more
details.

We welcome your sugges-
tions for future editions of this
publication. Please send your
ideas to:

Internal Revenue Service
Technical Publications
Branch(T:FP:P)
Washington, DC 20224

We respond to many letters by
telephone. Therefore, it would be
helpful if you would include your
area code and daytime phone
number along with your return
address. |

Easier filing. To make it easier
for you to meet your tax obliga-
tions, we have expanded oppor-
tunities for simplified return filing
and payment of taxes through
our electronic filing, joint Fed-
eral-state filing, TeleFile, and
electronic payment programs. In
1996, IRS received 14.9 million
electronically filed individual re-
turns and schedules compared
to 11.8 million in 1995. This in-
cluded 2.8 million returns
through TeleFile, the first totally
paperless way for you to file a
Federal income tax return. We
expanded the number of states
participating in the Federal-state
electronic filing program from 29
to 31. IRS also received over
$374 billion in electronic
payments.

Access to information. You
will have convenient access to
tax law and account information.
Tax information will be available
by fax and through the Internet.
Our pre-recorded tax information
will be available 24 hours a day,
7 days a week, and access to re-
fund status information will be
available 16 hours a day each
business day. Telephone assis-
tance provided by our represent-
atives will be available 10 hours

each business day. During
1996, we assisted over 104 mil-
lion taxpayers by providing pre-
recorded tax information, refund
status information, and tele-
phone assistance from our rep-
resentatives. In addition, taxpay-
ers had 24 hour access to over
600 forms and publications and
over 148 tax topics on the In-
ternet. Taxpayers downloaded
almost 3 million of these prod-
ucts using the Internet and over
300,000 using the IRS electronic
bulletin board. Over 100,000 in-
formation orders have been filled
by fax. There were over 80 mil-
lion accesses on the IRS Home
Page on the Internet.

Accuracy. Our goal is to answer
your questions and process your
tax returns accurately. In 1996,
we achieved an accuracy rate of
93% in answering tax law and
account questions. Our accuracy
rate for processing tax refunds
was 99.6%.

Prompt refunds. If you file a
complete and accurate tax re-
turn and you are due a refund,
your refund will be issued within
21 days if you file electronically
and within 40 days if you file a

paper return. (Your refund may
be delayed if your return is se-
lected for further review.) In
1996, refunds were issued on
time for all complete and accu-
rate returns. Refunds based on
electronically filed returns were
issued, on average, within 16
days and for paper returns, the
average was 38 days.

Initial contact resolution. Our
goal is to satisfactorily resolve all
your issues the first time you
contact the IRS. In 1996, we
met that goal 80% of the time.
We will continue our efforts to
address all of your issues and im-
prove the level of our service in
1997.

Canceling penalties. If you pro-
vide sufficient and accurate in-
formation to our tax assisters but
are given and reasonably rely on
an incorrect answer, we will can-
cel related penalties.

Resolving problems. If you
have a problem that has not
been resolved through normal
processes, you may contact our
Problem Resolution Office. A
caseworker will contact you
within 1 week and will work with

you to resolve the issue. During
1996, over 355,000 cases were
referred and taxpayers were
contacted within 1 week of refer-
ral 89.5% of the time.

Simpler forms. We will make
tax forms and instructions sim-
pler and easier for you to use.
We made some changes this
year but we want your ideas for
improvements. Please e-mail,
call, or write to us. You can e-
mail us through the IRS Internet
Home Page (http://www.irs.us-
treas.gov). You can call us and
leave a recorded message 24
hours a day, 7 days a week at 1—
800-829-9043. Or, you can write
to the Tax Forms Committee,
Western Area Distribution
Center, Rancho Cordova, CA
95743-0001. For 1996, you will
be able to request direct deposit
of your refund on your tax return
rather than on a separate form.
More sole proprietors will be eli-
gible to file the Schedule C-EZ.
In addition, several items which
appeared on the 1995 Forms
1040 and 1040A have been
eliminated. |
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Important Changes for 1996

This section summarizes impor-
tant tax changes that took effect
in 1996. These changes are dis-
cussed in more detail throughout
this publication.

Changes are also discussed
in Publication 553, Highlights of
1996 Tax Changes.

Penalty due to new law

waived. You will not have to pay
a penalty for underpaying either
of the first two installments of
your 1996 estimated tax if you
underpaid because of provisions
in the Small Business Job Pro-
tection Act of 1996. See Chapter
5.

Credit for diesel-powered
highway vehicles. The credit
allowed to purchasers of diesel-
powered highway vehicles has
been repealed. If you purchased
a diesel-powered highway vehi-
cle after August 20, 1996, you
are not entitled to the special
credit. See Chapter 36.

Death benefit exclusion re-
pealed. The exclusion from
gross income for the first $5,000
of employer-provided death ben-
efits is repealed for decedents
dying after August 20, 1996. See
Chapters 11 and 13.

Employer-provided educa-
tional assistance benefits.
The exclusion from gross in-
come for up to $5,250 of quali-
fied employer-provided educa-
tional assistance benefits was
extended retroactively to apply
to tax years beginning after 1994
and before June 1, 1997. The ex-
clusion does not apply to ex-
penses for graduate-level
courses beginning after June 30,
1996. For more information, in-
cluding how you can claim these
benefits for 1995 and 1996, get
Publication 508, Educational
Expenses.

Savings bonds used for edu-
cation. The amount of income
you can have before the exclu-
sion of interest from certain Se-
ries EE U.S. Savings bonds is
phased out increased for 1993
through 1996. If your excludable
interest from savings bonds was
reduced or eliminated in 1993,
1994, or 1995, you may be enti-
tled to a refund. See Modified ad-
justed gross income limit under
Education Savings Bonds Pro-
gramin Chapter 8.
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Donations of appreciated
stock. The special rule allowing
a deduction for the full fair mar-
ket value of qualified appreciated
stock given to certain private
foundations is reinstated, but
only for contributions made after
June 30, 1996, and before June
1, 1997. See Publication 526,
Charitable Contributions.

Damages for nonphysical inju-
ries or sickness or punitive
damages. Generally, amounts
received after August 20, 1996,
as damages for nonphysical inju-
ries or sickness or as punitive
damages are taxable. See Chap-
ter 13.

Qualified campus lodging ex-
tended to academic health
centers. The exclusion from
gross income for the value of
qualified campus lodging is ex-
tended to lodging provided on or
near academic health centers.
These are certain medical re-
search institutions that engage in
and teach basic and clinical
medical science and research.
See Publication 525, Taxable
and Nontaxable Income.

New rule to recover the tax-
free portion of certain annuity
distributions. For qualified an-
nuities that start after November
18, 1996, you must use a simpler
formula to recover your basis (in-
vestment) in the annuity. See
Chapter 11.

State tuition programs. Effec-
tive for tax years ending after Au-
gust 20, 1996, distributions from
a qualified state tuition program
are taxable only to the extent
they are more than the amount
contributed to the program. See
Publication 525, Taxable and
Nontaxable Income.

Unearned income of minor
children taxed on parent’s re-
turn. The amounts involved in
the election to claim a child’s
unearned income on the par-
ent’s return have been in-
creased. The maximum amount
of a minor child’s interest and
dividend income that a parent
may be able to report on his or
her own return (rather than filing
a return for the minor child) has
been raised from less than
$5,000 to less than $6,500. See
Chapter 32 for details.

Taxpayer identification num-
bers needed for all depen-
dents and for all qualifying
persons for the child and de-
pendent care credit. Unless
the child was born in December
1996, you must provide the tax-
payer identification number (gen-
erally the social security number)
for each dependent and each
qualifying person for the child
and dependent care credit. If a
taxpayer identification number is
incorrect or missing, the exemp-
tion and the credit may not be al-
lowed. See Chapter 3 for exemp-
tions and Chapter 33 for the child
and dependent care credit.

Taxpayer identification num-
bers for aliens. If you, your de-
pendent, or your qualifying child
is a nonresident or resident alien
who does not have — and is not
eligible to get — a social security
number (SSN), file Form W-7
with the IRS to apply for an indi-
vidual taxpayer identification
number (ITIN). You enter this
number on your tax return wher-
ever the SSN is requested, and
you use it for tax purposes only.
An ITIN does not entitle you to
the earned income credit, social
security benefits, or change your
employment or immigration sta-
tus under U.S. law. See Chapter
1 for more information.

Earned income credit. The
maximum amount of earned in-
come credit you can receive has
increased. The maximum
amount of income you can earn
and still get the earned income
credit has also increased. Gen-
erally, persons with investment
income of more than $2,200 can-
not claim the earned income
credit. For more information, in-
cluding how to figure the amount
of your credit, see Chapter 35.

Social security numbers
needed for the earned income
credit. Unless the child was
born in December 1996, you
must provide the social security
number of each qualifying child
to claim the earned income
credit. If a social security number
is incorrect or missing from
Schedule EIC, the credit may not
be allowed. See Chapter 35 for
details.

Who must file. Generally, the
amount of income you can have
before you must file a return has
been increased. See Chapter 1.

Higher exemption amount.
For 1996, you are allowed a
$2,550 deduction for each ex-
emption to which you are enti-
tled. However, your exemption
amount could be phased out if
you have high income. See
Chapter 3.

Standard deduction. For most
people, the standard deduction
has increased. Because of this
increase, it may benefit you to
take the standard deduction for
1996 even though you itemized
deductions in past years. See
Chapter 21.

Limit on itemized deductions.
Some of your itemized deduc-
tions may be limited if your ad-
justed gross income is more than
a certain dollar amount. For
1996, the amount is $117,950
($58,975 if you are married filing
separately). See Chapter 22.

Alaska Permanent Fund divi-
dends. If you otherwise qualify
to file Form 1040A or 1040EZ,
you can report Alaska Perma-
nent Fund dividends on line 12 of
Form 1040A or line 3 of Form
1040EZ. See Chapter 1.

Service in hazardous duty
area or combat zone. Tax ben-
efits are available to those who
participated in Operation Joint
Endeavor (Bosnia and Herzego-
vina, Croatia, and Macedonia)
after November 20, 1995, and to
those who served in the Persian
Gulf area combat zone. For infor-
mation, see Publication 3, Armed
Forces Tax Guide.

Standard mileage rate in-
creased. For 1996, the stan-
dard mileage rate for the cost of
operating your car is 31 cents a
mile for all business miles. The
rate is 10 cents a mile for medi-
cal and moving expenses. See
Chapter 28 for business ex-
penses, Chapter 29 for educa-
tional expenses, Chapter 23 for
medical expenses, and Chapter
19 for moving expenses.

Self-employment tax. The
maximum net earnings subject to
the social security tax portion of
self-employment tax (12.4%)
has increased to $62,700. All net
earnings of at least $400

($108.28 for church employees)
are subject to the Medicare tax
portion (2.9%). Use Schedule
SE (Form 1040) to figure the tax



due. For more information, see
Publication 533, Self-Employ-
ment Tax.

Social security and Medicare
taxes. The maximum wages
subject to social security tax
(6.2%) has increased to
$62,700. All wages are subject to
Medicare tax (1.45%).

Direct deposit of refund. You
can ask to have your refund de-
posited directly into your account
(at a bank or other financial insti-
tution) by completing the appro-
priate lines on your tax form.
There is no additional form to at-
tach. See Chapter 1.

Important Changes for 1997

Phone numbers for income
statements. The W-2G and
certain 1099 forms you receive
for 1996 should include a tele-
phone number you can call to
get answers to your questions
about the forms. However, be-
cause the law requiring this was

enacted after the 1996 forms
were printed, the statements you
get for 1996 may not include a
phone number. |

This section highlights important
tax changes that take effect in
1997 and that could affect your
estimated tax payments for
1997. More information on these
and other changes can be found
in Publication 553, Highlights of
1996 Tax Changes.

Adoption tax credit. You may
be able to claim a tax credit for
qualified adoption expenses.
The credit can be as much as
$5,000 for each child ($6,000 for
a child with special needs).

Adoption assistance. If your
employer has an adoption assis-
tance program and pays or in-
curs qualified expenses on your
behalf, you can exclude from
your gross income up to $5,000
($6,000 for a child with special
needs) of these benefits.

Voluntary withholding. You
can have federal income tax
withheld from your unemploy-
ment compensation and certain
federal payments you receive.
Complete Form W-4V, Voluntary
Withholding Request, and give it
to the payer.

Important Reminders

IRA for spouse. A married
couple filing a joint return can
contribute up to $2,000 to each
of their IRAs, even if one spouse
had little or no income. See
Chapter 18.

IRA withdrawals to pay medi-
cal expenses and medical in-
surance. You generally pay a
10% penalty if you withdraw
funds from your IRA before a
certain age. However, you may
not have to pay the penalty if the
withdrawals are used to pay un-
reimbursed medical expenses
that are more than 7Y. % of your
adjusted gross income.

If you lose your job, you may
be able to withdraw funds from
your IRA without paying the 10%
penalty if the withdrawals are not
more than the amount paid for
medical insurance for you and
your family.

Self-employed health insur-
ance deduction. If you are self-
employed, the part of your health
insurance premiums you can de-
duct increases to 40%.

Medical savings accounts.
Certain persons who are cov-
ered under a high deductible
health plan may be able to par-
ticipate in a medical savings ac-
count program. You would then
be able to deduct up to

$1,462.50 ($3,375 for family cov-
erage) a year for contributions to
a medical savings account, even
if you do not itemize your deduc-
tions. Proceeds from this ac-
count would be used to pay un-
reimbursed medical expenses.

Medical expenses for long-
term care. You generally can in-
clude in your medical expenses
the costs of qualified long-term
care services. These costs in-
clude all or part of the premiums
for qualified long-term care
insurance.

Life insurance paid before
death of insured. Certain pay-
ments received under a life in-
surance contract on behalf of a
terminally or chronically ill indi-
vidual (an accelerated death
benefit) can be excluded from
your income.

Long-term care insurance and
benefits. Long-term care insur-
ance contracts issued after 1996
generally are treated as accident
and health insurance contracts.
If you receive long-term care in-
surance benefits from your em-
ployer, you generally will not in-
clude them in your income.
Long-term care insurance con-
tracts are ones that only provide
certain coverage for the care of
chronically ill individuals under
the care of licensed health care
practitioners.

Suspension of the 15% tax on
excess distributions. The 15%
tax on distributions over
$150,000 has been suspended
for distributions made from IRAs
and qualified plans after 1996
and before the year 2000.

Energy conservation subsi-
dies. The exclusion from gross
income of any subsidy provided
by a public utility to a customer
for the purchase or installation of
an energy conservation measure
is available only for dwelling
units. |

Listed below are important re-
minders and other items that
may help you file your 1996 tax
return. Many of these items are
explained in more detail later in
this publication.

Foreign source income. If you
are a U.S. citizen with income
from sources outside the United
States (foreign income), you
must report all such income on
your tax return unless it is ex-
empt by U.S. law. This is true
whether you reside inside or
outside the United States and
whether or not you receive a

Form W-2 or 1099 from the for-
eign payer. This applies to
earned income (such as wages
and tips) as well as unearned in-
come (such as interest, divi-
dends, capital gains, pensions,
rents and royalties).

If you reside outside the
United States, you may be able
to exclude part or all of your for-
eign source earned income. For
details, see Publication 54, Tax
Guide for U.S. Citizens and Resi-
dent Aliens Abroad.

Social security taxes for
household employees. If you

pay a domestic employee (such
as a nurse, babysitter or house-
keeper) cash wages of $1,000 or
more to work in your home, you
generally will have to pay social
security and Medicare taxes.
You pay these taxes with your in-
come tax return, but wages paid
to students under 18 are exempt.
As a household employer, you
will need an employer identifica-
tion number (EIN) for the Forms
W-2 and Schedule H that you
must file. For more information,
see Publication 926, Household
Employer’s Tax Guide.

Estimated tax and with-
holding. If you must make esti-
mated tax payments or are sub-
ject to tax withholding, you have
the option of including any ex-
pected employment taxes when
figuring your estimated tax pay-
ments or how much you want
withheld from your pay. For more
information, see Publication 505,
Tax Withholding and Estimated
Tax.

Earned income credit with
your pay. If a qualifying child
lives with you and you expect to
qualify for the earned income
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credit in 1997, you may be able
to receive part of the credit in
each paycheck. See Chapter 35.

Receipts for business ex-
penses. You must have receipts
for amounts that are $75 or more
for certain business expenses.
See Chapter 28.

Lump-sum distributions. You
may be able to figure the tax on a
lump-sum distribution under the
5-year tax option even if the plan
participant was born after 1935.
For more information, see Chap-
ter 11.

Forms W-2 and 1099. You
should receive your 1996 Form
W-2, Wage and Tax Statement,
and your Forms 1099 by January
31, 1997. If you have not re-
ceived them by January 31, ask
your employer or payer for them.
If you still do not receive them by
February 15, call the IRS number
for your area listed in your tax
form instruction booklet.

Even if you do not receive
these income statements, you
must still report your earnings. If
you lose your copy of Form W-2
or 1099, or if it is incorrect, ask
your employer or payer for a new
one.

Faster ways to file your return.
The IRS offers fast, accurate
ways to file your tax return
information.

Electronic filing. You can
have your return filed electroni-
cally instead of mailing it to the
IRS. You can have your refund
deposited directly into your
checking or savings account,
and in many states, you can file
your federal and state tax returns
electronically at the same time.

On-line filing. If you have a
computer, a modem and the
necessary software, you can file
your tax return from home using
an IRS-accepted on-line service
company or transmitter.

TeleFile. If you have a touch-
tone phone and are filing Form
1040EZ, you may be able to file
your tax return over the phone.
You can only use TeleFile if you
receive a TeleFile package in the
mail and meet the requirements
explained in it.

1040PC returns. You can
use a personal computer to pre-
pare a 1040PC return. The return
has fewer pages because the
computer only prints lines on
which you make an entry. You
can get tax preparation software
that includes the 1040PC print
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option from a computer store; it
is not available from the IRS.

For more details on these
fast filing methods, see Chapter
1.

File one federal tax return. File
only one federal tax return re-
gardless of the number of jobs
you had, Forms W-2 you re-
ceived, or states you lived in dur-
ing the year.

Free tax help. The IRS provides
free tax information and services
throughout the year, and there
are approximately 100 publica-
tions available. Publication 910,
Guide to Free Tax Services, de-
scribes the publications and the
free tax information services you
can receive.

If you have access to a per-
sonal computer and a modem,
you can also get many forms and
publications electronically. See
How To Get Forms, Publications,
and Other Information in the
back of this book for details.

Tele-Tax. This telephone ser-
vice provides recorded tax infor-
mation on about 150 topics.
Tele-Tax can also tell you the
status of your refund. In addition
to listening to the Tele-Tax top-
ics by phone, you can also have
them faxed to you. See What Is
Tele-Tax? in your tax form in-
struction booklet.

Telephone help. IRS represent-
atives are available to answer
your tax questions by telephone.
If, after reading the tax form in-
structions and IRS tax publica-
tions, you are not sure how to fill
out your return, or you have a
guestion about an IRS notice,
you can call the IRS number for
your area. These numbers are
listed in your tax form instruction
booklet, which also gives the
hours of operation. You will not
be charged for the call unless
your phone company charges
you for local calls.

TTY/TDD equipment. If you
have access to TTY/TDD equip-
ment, you can call 1-800-829—
4059 with your tax questions or
to order forms and publications.
See your tax form instruction
booklet for the hours of
operation.

Written tax questions. You can
send your written tax questions
to your IRS District Director. You
should get an answer in about 30

days. If you do not have the ad-
dress, you can get it by calling
the IRS number for your area
that is listed in your tax form in-
struction booklet.

Assistance with your return.
Assisters are available in many
IRS offices throughout the coun-
try to help you prepare your own
return. An assister will explain a
Form 1040EZ, Form 1040A, or
Form 1040 with Schedules A and
B to you and other taxpayers in a
group setting. At many of these
offices, you can also file your tax
return electronically. (See Chap-
ter 1 for information on elec-
tronic filing.) To find the location
of the IRS office nearest you,
look in the phone book under
“United States Government, In-
ternal Revenue Service.”

If you want help with your tax
return, you should bring in your
tax package, Forms W-2 and
1099, and any other information
(such as a copy of last year's re-
turn) that will help the assister to
help you.

At most IRS offices you can
also get tax forms, publications,
and help with questions about
IRS notices or bills.

Videotaped instructions. Vide-
otaped instructions for complet-
ing your tax return are available
in either English or Spanish at
many libraries.

Braille tax materials. Braille tax
materials are available for review
from Regional Libraries for the
Visually Impaired in conjunction
with the National Library Service
for the Blind and Physically
Handicapped. To locate your
nearest library, write to the Na-
tional Library Service for the
Blind and Physically Handi-
capped, Library of Congress,
1291 Taylor St., NW, Washing-
ton, DC 20542.

Braille materials currently
available for review include this
publication, Publication 334, Tax
Guide for Small Business, and
Forms 1040, 1040A, and
1040EZ and their instructions.

Volunteer Income Tax Assis-
tance (VITA) and Tax Counsel-
ing for the Elderly (TCE). Free
help from volunteers is available
in most communities. After com-
pleting IRS training, these volun-
teers help prepare basic tax re-
turns for taxpayers with special
needs, including persons with
disabilities, the elderly, non-En-
glish-speaking people, and low-

income people. At many of these
offices, you can file your tax re-
turn electronically. (See Chapter
1 for information on electronic fil-
ing.) Call the IRS telephone num-
ber for your area for the location
of the volunteer assistance site
nearyou.

Tax return preparers. Choose
your preparer carefully. If you
pay someone to prepare your re-
turn, the preparer is required,
under the law, to sign the return
and fill in the other blanks in the
Paid Preparer’s area of your re-
turn. Remember, however, that
you are still responsible for the
accuracy of every item entered
on your return. If there is any un-
derpayment, you are responsible
for paying it, plus any interest
and penalty that may be due.
Therefore, you should be careful
to choose someone who under-
stands tax matters and will pre-
pare a complete and accurate
tax return.

Check the name and social se-
curity number (SSN) on your
tax form. If either the name or
SSN on your tax form does not
agree with your social security
card, your refund may be
delayed or you may not receive
credit for your social security
earnings. If your Form W-2,
Form 1099, or other tax docu-
ment shows an incorrect SSN or
name, notify your employer or
the form-issuing agent. If the
name or number on your social
security card is incorrect, call the
Social Security Administration at
1-800-772-1213.

Rounding off. Itis easier to
complete your tax return if you
round off all money amounts.
This means that you drop
amounts under 50 cents. For ex-
ample, $25.32 becomes $25.00.
You increase amounts that are
50 cents or more to the next dol-
lar so that, for example, $25.50
becomes $26.00.

If you do round off, do so for
all amounts on your return. How-
ever, if you have to add two or
more amounts to figure the total
to enter on a line, include cents
when adding the amounts and
round off only the total.

Records and receipts. Do not
send in records, receipts, or can-
celed checks with your tax re-
turn. Keep your records available
so that you can produce them if
the amounts you claim on your
return are ever questioned.



You generally should keep
records that support items of in-
come or deductions on a return
for 3 years from the date the re-
turn was filed or two years from
the date the tax was paid, which-
ever is later.

You should keep records that
relate to the cost of property as
long as they are important in fig-
uring its basis. See Chapter 1.

Filing reminders. Before you
file your return, be sure you do all
of the following.

¢ Make sure the information on
all Forms W-2 you receive is
correct.

Put all income, deductions,
credits, and tax items on the
correct lines.

® Check your social security
numbers or ITINs. Incorrect or
missing numbers for you, your
spouse, or your dependents
may delay your refund.

e Use the correct chart or work-
sheet if you take the standard
deduction.

e Use the correct column in the
Tax Table or the appropriate
Tax Rate Schedule.

e Check your math carefully.

Sign and date your return and
enter your occupation. On a
joint return both husband and
wife must sign.

If you received a tax return
package with a peel-off label
showing your address, trans-
fer the label to your return and
make any necessary correc-
tions to it. Use the label from
your federal tax return pack-
age and not the one that came
with your state tax return. Us-
ing the label helps us identify
your account, saves process-
ing time, and speeds refunds.

If you are married filing a joint
return and did not get a label,
or you are married filing a sep-
arate return, enter your
spouse’s social security num-
ber in the spaces provided on
your tax form.

Attach all Forms W-2 to the
left margin of the front page of
your return.

Attach all forms and sched-
ules in attachment sequence
number order. See Chapter 1.

Send your check or money or-
der for the amount you owe.
Write your social security
number, name, address, day-
time telephone number, form
number and tax year on your

check or money order. Use
Form 1040-V, Payment
Voucher, to send your pay-
ment, and put it loose in the
mailing envelope.

Note. If you pay the first in-
stallment of your 1997 estimated
tax at the same time you file your
1996 return, do not send it with
your return. Use a separate
check or money order and mail it
in a separate envelope to the ad-
dress for your area given in the
instructions for Form 1040—ES,
Estimated Tax for Individuals.

Death of taxpayer. If a tax-
payer died before filing a re-
quired return, the taxpayer’s per-
sonal representative must file
and sign a return for that person.
A personal representative can
be an executor, administrator, or
anyone who is in charge of the
taxpayer's property. If a joint re-
turn is filed, the surviving spouse
must also sign it. If no personal
representative has been ap-
pointed, see Chapter 4.

Copy of return. Keep a copy of
your tax return. It may be helpful
in amending a filed return or pre-
paring future returns. You can
ask the IRS for a copy of a prior
year tax return or a transcript of
tax account information. See
Chapter 1.

Gift to reduce the public debt.
You can make a voluntary gift to
reduce the public debt. To do so,
make a check payable to Bureau
of the Public Debt. You can send
it to:

Bureau of the Public Debt
Department G
Washington, DC 20239—
0601

Or, you can enclose the check
with your 1996 income tax return
when you file. See Chapter 1.

Where to file. If an envelope
addressed to the IRS came with
your 1996 return, please use it to
mail your return, and be sure to
use enough postage. If you do
not have it, or if you moved dur-
ing the year, mail your return to
the address listed for your area
under Where Do | File? in your
tax form instruction booklet.

File on time — even if you can-
not pay. If you do not have the
money to pay the amount you
owe on your return, you should
file your return on time and pay
what you can. The IRS will bill

you for the balance due, plus in-
terest if the balance is not paid
by the due date. You may also
have to pay a failure-to-pay
penalty.

If you do not file your return
by the due date, you will have to
pay interest on the amount you
owe, and you may have to pay a
failure-to-pay penalty plus inter-
est on the penalty. You may also
have to pay a failure-to-file pen-

alty, plus interest. See Chapter 1.

Installment agreement. If you
cannot pay the full amount due
with your return, you may ask to
make monthly installment pay-
ments. See Chapter 1.

Amended return. If you find
changes in your income, deduc-
tions, or credits after you mail
your return, file Form 1040X,
Amended U.S. Individual Income
Tax Return, to change the return
you already filed. See Chapter 1.

Penalties. Certain “accuracy”
penalties can be imposed, in-
cluding the penalties for negli-
gence and for substantial under-
statement of income tax. There
are also penalties for failing to
provide a social security number
and for fraud. See Chapter 1.

Address change. If you move,
be sure to notify the IRS using
Form 8822, Change of Address.
Mail it to the Service Center
where you filed your last return.
Addresses for the Service Cen-
ters are on the back of the form.

If you move after you file your
return and you are expecting a
refund, also notify the post office
serving your old address. This
will help to forward your check to
your new address.

Refund information. You can
use Tele-Tax to find out the sta-
tus of your refund by telephone.
(However, electronically filed re-
turn refund information may not
be on your area’s Tele-Tax sys-
tem.) For details on how to use
this service, see What Is Tele-
Tax?in your tax form instruction
booklet.

Refund checks. Be sure to
cash your refund check soon af-
ter you receive it. Checks not
cashed within 12 months of the
date of the check will be can-
celed. See Chapter 1.

Refund more or less than ex-
pected. If you receive a check
for a refund you are not entitled

to, or for an overpayment that
should have been credited to es-
timated tax, do not cash the
check. Call the IRS number for
your area.

If you receive a check for
more than the refund you
claimed, do not cash the check
until you receive a notice ex-
plaining the difference.

If your refund check is for
less than you claimed, it should
be accompanied by a notice ex-
plaining the difference. Cashing
the check does not stop you
from claiming an additional
amount of refund.

If you did not receive a notice
and you have any questions
about the amount of your refund,
you should wait two weeks. If you
still have not received a notice,
call the IRS number for your
area.

Do you want more or less tax
withheld in 19977 If your 1996
refund is large and you want to
have less tax withheld from your
pay, you should get Form W-4,
Employee’s Withholding Allow-
ance Certificate, from your em-
ployer. Complete Form W-4
claiming any additional al-
lowances you are entitled to, and
return the form to your employer.
If you owe a large amount of tax
this year, you may need to give
your employer a completed
Form W-4 claiming fewer al-
lowances or asking for an addi-
tional amount to be withheld
from each paycheck. See Chap-
ter 5.

Estimated tax. Tax changes for
1997 may affect whether you
must make estimated tax pay-
ments and the amount of your
payments. Generally, you must
make estimated tax payments if
you expect to owe at least $500
and you expect your withholding
and credits to be less than the
smaller of (1) 90% of the tax
shown on your 1997 return or (2)
100% of the tax shown on your
1996 return. However, certain
taxpayers may not be able to use
100% of their 1996 tax to figure
their 1997 estimated tax pay-
ments. See Chapter 5.

Unresolved tax problems.

The Problem Resolution Pro-
gram is for taxpayers who have
been unable to resolve their
problems with the IRS. If you
have a tax problem you cannot
clear up through normal chan-
nels, write to your local IRS Dis-
trict Director or call your local
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credit in 1997, you may be able
to receive part of the credit in
each paycheck. See Chapter 35.

Receipts for business ex-
penses. You must have receipts
for amounts that are $75 or more
for certain business expenses.
See Chapter 28.

Lump-sum distributions. You
may be able to figure the tax on a
lump-sum distribution under the
5-year tax option even if the plan
participant was born after 1935.
For more information, see Chap-
ter 11.

Forms W-2 and 1099. You
should receive your 1996 Form
W-2, Wage and Tax Statement,
and your Forms 1099 by January
31, 1997. If you have not re-
ceived them by January 31, ask
your employer or payer for them.
If you still do not receive them by
February 15, call the IRS number
for your area listed in your tax
form instruction booklet.

Even if you do not receive
these income statements, you
must still report your earnings. If
you lose your copy of Form W-2
or 1099, or if it is incorrect, ask
your employer or payer for a new
one.

Faster ways to file your return.
The IRS offers fast, accurate
ways to file your tax return
information.

Electronic filing. You can
have your return filed electroni-
cally instead of mailing it to the
IRS. You can have your refund
deposited directly into your
checking or savings account,
and in many states, you can file
your federal and state tax returns
electronically at the same time.

On-line filing. If you have a
computer, a modem and the
necessary software, you can file
your tax return from home using
an IRS-accepted on-line service
company or transmitter.

TeleFile. If you have a touch-
tone phone and are filing Form
1040EZ, you may be able to file
your tax return over the phone.
You can only use TeleFile if you
receive a TeleFile package in the
mail and meet the requirements
explained in it.

1040PC returns. You can
use a personal computer to pre-
pare a 1040PC return. The return
has fewer pages because the
computer only prints lines on
which you make an entry. You
can get tax preparation software
that includes the 1040PC print
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option from a computer store; it
is not available from the IRS.

For more details on these
fast filing methods, see Chapter
1.

File one federal tax return. File
only one federal tax return re-
gardless of the number of jobs
you had, Forms W-2 you re-
ceived, or states you lived in dur-
ing the year.

Free tax help. The IRS provides
free tax information and services
throughout the year, and there
are approximately 100 publica-
tions available. Publication 910,
Guide to Free Tax Services, de-
scribes the publications and the
free tax information services you
can receive.

If you have access to a per-
sonal computer and a modem,
you can also get many forms and
publications electronically. See
How To Get Forms, Publications,
and Other Information in the
back of this book for details.

Tele-Tax. This telephone ser-
vice provides recorded tax infor-
mation on about 150 topics.
Tele-Tax can also tell you the
status of your refund. In addition
to listening to the Tele-Tax top-
ics by phone, you can also have
them faxed to you. See What Is
Tele-Tax? in your tax form in-
struction booklet.

Telephone help. IRS represent-
atives are available to answer
your tax questions by telephone.
If, after reading the tax form in-
structions and IRS tax publica-
tions, you are not sure how to fill
out your return, or you have a
guestion about an IRS notice,
you can call the IRS number for
your area. These numbers are
listed in your tax form instruction
booklet, which also gives the
hours of operation. You will not
be charged for the call unless
your phone company charges
you for local calls.

TTY/TDD equipment. If you
have access to TTY/TDD equip-
ment, you can call 1-800-829—
4059 with your tax questions or
to order forms and publications.
See your tax form instruction
booklet for the hours of
operation.

Written tax questions. You can
send your written tax questions
to your IRS District Director. You
should get an answer in about 30

days. If you do not have the ad-
dress, you can get it by calling
the IRS number for your area
that is listed in your tax form in-
struction booklet.

Assistance with your return.
Assisters are available in many
IRS offices throughout the coun-
try to help you prepare your own
return. An assister will explain a
Form 1040EZ, Form 1040A, or
Form 1040 with Schedules A and
B to you and other taxpayers in a
group setting. At many of these
offices, you can also file your tax
return electronically. (See Chap-
ter 1 for information on elec-
tronic filing.) To find the location
of the IRS office nearest you,
look in the phone book under
“United States Government, In-
ternal Revenue Service.”

If you want help with your tax
return, you should bring in your
tax package, Forms W-2 and
1099, and any other information
(such as a copy of last year's re-
turn) that will help the assister to
help you.

At most IRS offices you can
also get tax forms, publications,
and help with questions about
IRS notices or bills.

Videotaped instructions. Vide-
otaped instructions for complet-
ing your tax return are available
in either English or Spanish at
many libraries.

Braille tax materials. Braille tax
materials are available for review
from Regional Libraries for the
Visually Impaired in conjunction
with the National Library Service
for the Blind and Physically
Handicapped. To locate your
nearest library, write to the Na-
tional Library Service for the
Blind and Physically Handi-
capped, Library of Congress,
1291 Taylor St., NW, Washing-
ton, DC 20542.

Braille materials currently
available for review include this
publication, Publication 334, Tax
Guide for Small Business, and
Forms 1040, 1040A, and
1040EZ and their instructions.

Volunteer Income Tax Assis-
tance (VITA) and Tax Counsel-
ing for the Elderly (TCE). Free
help from volunteers is available
in most communities. After com-
pleting IRS training, these volun-
teers help prepare basic tax re-
turns for taxpayers with special
needs, including persons with
disabilities, the elderly, non-En-
glish-speaking people, and low-

income people. At many of these
offices, you can file your tax re-
turn electronically. (See Chapter
1 for information on electronic fil-
ing.) Call the IRS telephone num-
ber for your area for the location
of the volunteer assistance site
nearyou.

Tax return preparers. Choose
your preparer carefully. If you
pay someone to prepare your re-
turn, the preparer is required,
under the law, to sign the return
and fill in the other blanks in the
Paid Preparer’s area of your re-
turn. Remember, however, that
you are still responsible for the
accuracy of every item entered
on your return. If there is any un-
derpayment, you are responsible
for paying it, plus any interest
and penalty that may be due.
Therefore, you should be careful
to choose someone who under-
stands tax matters and will pre-
pare a complete and accurate
tax return.

Check the name and social se-
curity number (SSN) on your
tax form. If either the name or
SSN on your tax form does not
agree with your social security
card, your refund may be
delayed or you may not receive
credit for your social security
earnings. If your Form W-2,
Form 1099, or other tax docu-
ment shows an incorrect SSN or
name, notify your employer or
the form-issuing agent. If the
name or number on your social
security card is incorrect, call the
Social Security Administration at
1-800-772-1213.

Rounding off. Itis easier to
complete your tax return if you
round off all money amounts.
This means that you drop
amounts under 50 cents. For ex-
ample, $25.32 becomes $25.00.
You increase amounts that are
50 cents or more to the next dol-
lar so that, for example, $25.50
becomes $26.00.

If you do round off, do so for
all amounts on your return. How-
ever, if you have to add two or
more amounts to figure the total
to enter on a line, include cents
when adding the amounts and
round off only the total.

Records and receipts. Do not
send in records, receipts, or can-
celed checks with your tax re-
turn. Keep your records available
so that you can produce them if
the amounts you claim on your
return are ever questioned.



You generally should keep
records that support items of in-
come or deductions on a return
for 3 years from the date the re-
turn was filed or two years from
the date the tax was paid, which-
ever is later.

You should keep records that
relate to the cost of property as
long as they are important in fig-
uring its basis. See Chapter 1.

Filing reminders. Before you
file your return, be sure you do all
of the following.

¢ Make sure the information on
all Forms W-2 you receive is
correct.

Put all income, deductions,
credits, and tax items on the
correct lines.

® Check your social security
numbers or ITINs. Incorrect or
missing numbers for you, your
spouse, or your dependents
may delay your refund.

e Use the correct chart or work-
sheet if you take the standard
deduction.

e Use the correct column in the
Tax Table or the appropriate
Tax Rate Schedule.

e Check your math carefully.

Sign and date your return and
enter your occupation. On a
joint return both husband and
wife must sign.

If you received a tax return
package with a peel-off label
showing your address, trans-
fer the label to your return and
make any necessary correc-
tions to it. Use the label from
your federal tax return pack-
age and not the one that came
with your state tax return. Us-
ing the label helps us identify
your account, saves process-
ing time, and speeds refunds.

If you are married filing a joint
return and did not get a label,
or you are married filing a sep-
arate return, enter your
spouse’s social security num-
ber in the spaces provided on
your tax form.

Attach all Forms W-2 to the
left margin of the front page of
your return.

Attach all forms and sched-
ules in attachment sequence
number order. See Chapter 1.

Send your check or money or-
der for the amount you owe.
Write your social security
number, name, address, day-
time telephone number, form
number and tax year on your

check or money order. Use
Form 1040-V, Payment
Voucher, to send your pay-
ment, and put it loose in the
mailing envelope.

Note. If you pay the first in-
stallment of your 1997 estimated
tax at the same time you file your
1996 return, do not send it with
your return. Use a separate
check or money order and mail it
in a separate envelope to the ad-
dress for your area given in the
instructions for Form 1040—ES,
Estimated Tax for Individuals.

Death of taxpayer. If a tax-
payer died before filing a re-
quired return, the taxpayer’s per-
sonal representative must file
and sign a return for that person.
A personal representative can
be an executor, administrator, or
anyone who is in charge of the
taxpayer's property. If a joint re-
turn is filed, the surviving spouse
must also sign it. If no personal
representative has been ap-
pointed, see Chapter 4.

Copy of return. Keep a copy of
your tax return. It may be helpful
in amending a filed return or pre-
paring future returns. You can
ask the IRS for a copy of a prior
year tax return or a transcript of
tax account information. See
Chapter 1.

Gift to reduce the public debt.
You can make a voluntary gift to
reduce the public debt. To do so,
make a check payable to Bureau
of the Public Debt. You can send
it to:

Bureau of the Public Debt
Department G
Washington, DC 20239—
0601

Or, you can enclose the check
with your 1996 income tax return
when you file. See Chapter 1.

Where to file. If an envelope
addressed to the IRS came with
your 1996 return, please use it to
mail your return, and be sure to
use enough postage. If you do
not have it, or if you moved dur-
ing the year, mail your return to
the address listed for your area
under Where Do | File? in your
tax form instruction booklet.

File on time — even if you can-
not pay. If you do not have the
money to pay the amount you
owe on your return, you should
file your return on time and pay
what you can. The IRS will bill

you for the balance due, plus in-
terest if the balance is not paid
by the due date. You may also
have to pay a failure-to-pay
penalty.

If you do not file your return
by the due date, you will have to
pay interest on the amount you
owe, and you may have to pay a
failure-to-pay penalty plus inter-
est on the penalty. You may also
have to pay a failure-to-file pen-
alty, plus interest. See Chapter 1.

Installment agreement. If you
cannot pay the full amount due
with your return, you may ask to
make monthly installment pay-
ments. See Chapter 1.

Amended return. If you find
changes in your income, deduc-
tions, or credits after you mail
your return, file Form 1040X,
Amended U.S. Individual Income
Tax Return, to change the return
you already filed. See Chapter 1.

Penalties. Certain “accuracy”
penalties can be imposed, in-
cluding the penalties for negli-
gence and for substantial under-
statement of income tax. There
are also penalties for failing to
provide a social security number
and for fraud. See Chapter 1.

Address change. If you move,
be sure to notify the IRS using
Form 8822, Change of Address.
Mail it to the Service Center
where you filed your last return.
Addresses for the Service Cen-
ters are on the back of the form.

If you move after you file your
return and you are expecting a
refund, also notify the post office
serving your old address. This
will help to forward your check to
your new address.

Refund information. You can
use Tele-Tax to find out the sta-
tus of your refund by telephone.
(However, electronically filed re-
turn refund information may not
be on your area’s Tele-Tax sys-
tem.) For details on how to use
this service, see What Is Tele-
Tax?in your tax form instruction
booklet.

Refund checks. Be sure to
cash your refund check soon af-
ter you receive it. Checks not
cashed within 12 months of the
date of the check will be can-
celed. See Chapter 1.

Refund more or less than ex-
pected. If you receive a check
for a refund you are not entitled

to, or for an overpayment that
should have been credited to es-
timated tax, do not cash the
check. Call the IRS number for
your area.

If you receive a check for
more than the refund you
claimed, do not cash the check
until you receive a notice ex-
plaining the difference.

If your refund check is for
less than you claimed, it should
be accompanied by a notice ex-
plaining the difference. Cashing
the check does not stop you
from claiming an additional
amount of refund.

If you did not receive a notice
and you have any questions
about the amount of your refund,
you should wait two weeks. If you
still have not received a notice,
call the IRS number for your
area.

Do you want more or less tax
withheld in 19977 If your 1996
refund is large and you want to
have less tax withheld from your
pay, you should get Form W-4,
Employee’s Withholding Allow-
ance Certificate, from your em-
ployer. Complete Form W-4
claiming any additional al-
lowances you are entitled to, and
return the form to your employer.
If you owe a large amount of tax
this year, you may need to give
your employer a completed
Form W-4 claiming fewer al-
lowances or asking for an addi-
tional amount to be withheld
from each paycheck. See Chap-
ter 5.

Estimated tax. Tax changes for
1997 may affect whether you
must make estimated tax pay-
ments and the amount of your
payments. Generally, you must
make estimated tax payments if
you expect to owe at least $500
and you expect your withholding
and credits to be less than the
smaller of (1) 90% of the tax
shown on your 1997 return or (2)
100% of the tax shown on your
1996 return. However, certain
taxpayers may not be able to use
100% of their 1996 tax to figure
their 1997 estimated tax pay-
ments. See Chapter 5.

Unresolved tax problems.

The Problem Resolution Pro-
gram is for taxpayers who have
been unable to resolve their
problems with the IRS. If you
have a tax problem you cannot
clear up through normal chan-
nels, write to your local IRS Dis-
trict Director or call your local
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IRS office and ask for Problem
Resolution assistance. If you
have access to TTY/TDD equip-
ment, you can call 1-800-829—
4059 to ask for help from Prob-
lem Resolution.

This office cannot change
the tax law or technical deci-
sions. But it can help you clear
up problems that resulted from
previous contacts.
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For more information about
the Problem Resolution Pro-
gram, get Publication 1546, How
to use the Problem Resolution
Program of the IRS.

Privacy Act and paperwork re-
duction information. The Pri-
vacy Act of 1974 and the

Paperwork Reduction Act of
1980 say that when we ask you
for information we must first tell
you what our legal right is to ask
for the information, why we are
asking for it, how it will be used,
what could happen if we do not
receive it, and whether your re-
sponse is voluntary, required to

obtain a benefit, or mandatory
under the law. A complete state-
ment on this subject can be
found in your tax form instruction
booklet. |




Part One.

The Income
TaxReturn

The five chapters in this part provide basic information on the tax system.
They take you through the first steps of filling out a tax return — such as
deciding what your filing status is, how many exemptions you can take, and
what form to file. They also discuss recordkeeping requirements, electronic
filing, certain penalties, and the two methods used to pay tax during the

year: withholding and estimated tax.

1.
Filing
Information

Important Changes
for 1996

Who must file. Generally, the amount of in-
come you can receive before you must file a
return has been increased.

Direct deposit of refund. Instead of getting
a paper check, you may be able to have your
refund deposited directly into your account
at a bank or other financial institution. See
Direct deposit under Refunds, later.

Social security number for dependent.
You must provide the social security number
(SSN) of each dependent you claim, regard-
less of the dependent’s age. But you do not
need to provide an SSN for a child born in
December of 1996. For more information,
see Social Security Number, under How Do |
Prepare My Return? |ater.

Alaska Permanent Fund dividends. A divi-
dend from the Alaska Permanent Fund can
now be reported on Form 1040A, line 12, or
Form 1040EZ, line 3, as well as on Form
1040, line 21. Please see Chapter 13 for
more information about this income.

Service in hazardous duty area or com-
bat zone. You are allowed additional time to
take care of tax matters if you are a member
of the Armed Forces who served in the Per-
sian Gulf Area combat zone, or a qualified
hazardous duty area (Bosnia and Herzego-
vina, Croatia, or Macedonia) in the former
Yugoslavia, or if you are not a member of the
Armed Forces but served in the combat
zone or hazardous duty area in support of
the Armed Forces. You are allowed addi-
tional time for filing your tax returns, paying
your taxes, and filing claims for refunds. See
Individuals Serving in Combat Zone, later,
under When Do | have To File?

Taxpayer identification number for
aliens. If you, or your dependent is a non-
resident or resident alien who does not
have—and is not eligible to get—a social se-
curity number, file Form W-7 with the IRS to
apply for an Individual Taxpayer Identifica-
tion Number (ITIN). You enter this number
wherever the SSN is requested, and you use
it for tax purposes only.
For more information on an ITIN:

¢ For you or your dependent, see Social Se-
curity Numberunder How Do | Prepare My
Return?

¢ For your qualifying child, see Social secur-
ity numberunder Who Can Claim the
Creditin Chapter 35.

Important Reminders

TeleFile. If you receive a TeleFile tax pack-
age, you may be able to file your tax return
over the phone. See TeleFile under Does My
Return Have To Be On Paper?

Installment agreement. If you cannot pay
the full amount due with your return, you may
ask to make monthly installment payments.
See Installment Agreement, later, under
Amount You Owe.

Change of address. If you change your ad-
dress for any reason, you should use Form
8822, Change of Address, to notify the IRS.
See Change of Address, later, under What
Happens After | File?

Electronic filing. You may want to take ad-
vantage of filing your return electronically in-
stead of on a paper form. Electronic filing
can shorten the time for processing returns
to within 3 weeks. See Electronic Filing,
later, under Does My Return Have To Be On
Paper?

Computerized returns. You may want to
prepare your return on a personal computer.
This return, called a 1040PC return, can be
processed faster and more accurately than
the regular tax return. Whenever this chapter
refers to Form 1040, it generally also in-
cludes a 1040PC return. See Computerized
Returns, later, under Does My Return Have
To Be On Paper?for more information.
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Introduction

This chapter discusses:

e Whether you have to file a return,

¢ Which form to use,

e When, how, and where to file your return,

e What happens if you pay too little or too
much tax,

¢ What records you should keep and how
long you should keep them, and

e How you can change a return that you
have already filed.

Do | Have To
File a Return?

If you are a citizen or resident of the United
States or a resident of Puerto Rico and you
meet the filing requirements for any of the
following categories that apply to you, you
must file a federal income tax return:

¢ Individuals—In General

Surviving Spouses, Executors, Ad-
ministrators, or Legal
Representatives

U.S. Citizens Living Outside the U.S.
Residents of Puerto Rico

Individuals With Income From U.S.
Possessions

¢ Dependents

¢ Children Under Age 14
¢ Self-Employed Persons
¢ Aliens

The filing requirements apply even if you
do not owe tax.

Even if you do not have to file a re-
@ turn, it may be to your advantage to
do so. See Who Should File, /ater.

One return. File only one federal income
tax return regardless of how many jobs you
had, how many Forms W-2 you received, or
how many states you lived in during the year.
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Individuals—In General

If you are a U.S. citizen or resident, whether
you must file depends on three factors:

1) Your grossincome,
2) Your filing status, and

3) Yourage.

To find out whether you must file, see Ta-
ble 1-1, Table 1-2, and Table 1-3. Even if no
table shows that you must file, you may need
to file to get money back (see Who Should
File, later).

Gross income. This includes all income
you receive in the form of money, goods,
property, and services that is not exempt
from tax. Common types of income are dis-
cussed in the chapters in Part Two of this
publication.

Community property. If you are mar-
ried and have your permanent home in a
community property state, half of any in-
come described by state law as community
income may be considered yours. This af-
fects your federal taxes, including whether
you must file, if you do not file a joint return
with your spouse. See Publication 555, Com-
munity Property, for more information.

Self-employed individuals. If you are
self-employed, your gross income includes
the amount on line 7 of Schedule C (Form
1040), Profit or Loss From Business, or line 1
of Schedule C-EZ (Form 1040), Net Profit
From Business. See Self-Employed Per-
sons, later, for more information about your
filing requirements.

Filing status. Your filing status depends on
whether you are single or married and on
your family situation. Your filing status is de-
termined on the last day of your tax year,
which is December 31 for most taxpayers.
See Chapter 2 for an explanation of each fil-
ing status.

Age. If you are 65 or older at the end of the
year, you generally can have a higher
amount of gross income than other taxpay-
ers before you must file. See Table 1-1. You
are considered 65 on the day before your
65th birthday. For example, if your 65th birth-
day was on January 1, 1997, you are consid-
ered 65 for 1996.

Surviving Spouses,

Executors, Administrators,

or Legal Representatives

You must file a final return for a decedent (a
person who died) if:

* You are the surviving spouse, executor,
administrator, or legal representative, and

¢ The decedent met the filing requirements
at the date of death.

For more information on rules for dece-
dents, see Chapter 4.
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U.S.Citizens
Living Outside the U.S.

If you are a U.S. citizen living outside the
United States, you must file a return if you
meet the filing requirements. For more infor-
mation on special tax rules that may apply to
you, get Publication 54, Tax Guide for U.S.
Citizens and Resident Aliens Abroad. It is
available at most U.S. embassies and con-
sulates, or you can order it using the order
blank at the end of this publication.

Residents of Puerto Rico

Generally, if you are a U.S. citizen and a resi-
dent of Puerto Rico, you must file a U.S. in-
come tax return if you meet the filing require-
ments. This is in addition to any legal
requirement you may have to file an income
tax return for Puerto Rico.

If you are a resident of Puerto Rico for the
entire year, gross income does not include
income from sources within Puerto Rico, ex-
cept for amounts received as an employee
of the United States or a United States
agency. If you receive income from Puerto
Rican sources that is not subject to U.S. tax,
you must reduce your standard deduction.
As a result, the income level for your require-
ment to file a U.S. income tax return is lower
than the applicable amount in Table 1-1 or
Table 1-2. See U.S. taxation and its discus-
sion, Standard deduction, under The Com-
monwealth of Puerto Rico in Publication 570,
Tax Guide for Individuals With Income From
U.S. Possessions, for further information.

Table 1-1. 1996 Filing Requirements for Most Taxpayers

To use this table, first find your marital status at the end of 1996. Then, read across to find
your filing status and age at the end of 1996. You must file a return if your gross income was
at least the amount shown in the last column.

Gross income means all income you received in the form of money, goods, property,
and services that is not exempt from tax, including any gain on the sale of your main home
(even if you may exclude or postpone part or all of the gain). When using this table, do not
count social security benefits as gross income unless you are married filing a separate
return and lived with your spouse at any time in 1996. (If you must count the benefits, see
Matrried filing separately and living with spouse under Are Any of Your Benefits Taxable?in
Chapter 12 for the amount of social security benefits to count.)

Also, see Table 1-2and Table 1-3for other situations when you must file.

Marital Status Filing Status Age* Gross Income
under 65 $6,550
Single (including divorced Single 65 or older $7,550
and legally separated)
Head of under 65 $8,450
household 65 or older $9,450
Married with a child and
living apart from your
spouse during the last 6 Head of under 65 $8,450
months of 1996 household 65 or older $9,450
under 65
(both spouses) $11,800
Married and living with Married, joint 65 or older
your spouse at end of return (one spouse) $12,600
1996 (or on the date your 65 or older
spouse died) (both spouses) $13,400
Married, separate
return any age $2,550
Married, not living with
your spouse at the end of Married, joint or
1996 (or on the date your separate return any age $2,550
spouse died)
under 65 $6,550
Single 65 or older $7,550
Head of under 65 $8,450
Widowed before 1996 and household 65 or older $9,450
not remarried in 1996
Quialifying
widow(er) with under 65 $9,250
dependent child 65 or older $10,050

* If you were age 65 on January 1, 1997, you are considered to be age 65 at the end of 1996.
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Individuals With Income
From U.S. Possessions

If you had income from Guam, the Northern
Mariana Islands, American Samoa, the Vir-
gin Islands, or Puerto Rico, special rules may
apply in determining whether you must file a
U.S. federal income tax return. In addition,
you may have to file a return with the individ-
ual island government. See Publication 570
for more information.

Dependents

If you are a dependent (one who meets the
dependency tests in Chapter 3), see Table
1-2to find whether you must file. You also
must file if your situation is one of those de-
scribed in Table 1-3.

Responsibility of parent. If a dependent
child with taxable income cannot file an in-
come tax return, a parent, guardian, or other
legally responsible person must file it for the
child. If the child cannot sign the return, the
filer must sign the child’s name followed by
the words “By (signature), parent (or guard-
ian) for minor child.”

A child is liable for his or her own tax. But
if a child’s income tax is not paid, the parent
or guardian is liable for the tax on the child’s
salaries and wages, but not for any tax on
any other income of the child.

Child’s income. Amounts a child earns by
performing services are his or her gross in-
come. This is true even if under local law the
child’s parents have the right to the earnings
and may actually have received them.

Children Under Age 14

If a child’s only income is interest and divi-
dends (including Alaska Permanent Fund
dividends) and certain other conditions are
met, a parent can elect to include the child’s
income on the parent’s return. If this election
is made, the child does not have to file a re-
turn. See Parent’s Election To Report Child’s
Interest and Dividends in Chapter 32.

Self-Employed Persons

You are self-employed if you:

e Carry on atrade or business as a sole
proprietor.

Table 1-2. 1996 Filing Requirements for Dependents
See Chapter 3 to find out if someone can claim you as a dependent.

when you must file.)

ship Grantsin Chapter 13).

If your parent (or someone else) can claim you as a dependent, and any of the situa-
tions below applies to you, you must file a return. (See Table 1-3 for other situations

In this table, earned income means salaries, wages, tips, and professional fees. It
also includes taxable scholarship and fellowship grants (see Scholarship and Fellow-

Unearned income is investment-type income such as interest, dividends, and
capital gains. It also includes unemployment compensation, taxable social security
benefits, pensions, annuities, and distributions of unearned income from a trust.

Caution: If your gross income was $2,550 or more, you generally cannot be
claimed as a dependent unless you were under age 19 or a full-time student
under age 24. For details, see Gross Income Testin Chapter 3.

$4,000.

Single dependents—Were you either age 65 or older or blind?
O No. You must file a return if any of the following apply.

¢ Your unearned income was $1 or more, and the total of that income plus your
earned income was more than $650.

¢ You had no unearned income, and your earned income was more than

O Yes. You must file a return if any of the following apply.
* Your earned income was more than $5,000 ($6,000 if 65 or older and blind),
* Your unearned income was more than $1,650 ($2,650 if 65 or older and blind),
* Your gross income was more than:

1) The larger of $650 or your earned income (up to $4,000), plus
2) $1,000 ($2,000 if 65 or older and blind).

$3,350,

Married dependents—Were you either age 65 or older or blind?
O No. You must file a return if any of the following apply.

e Your gross income was at least $5 and your spouse files a separate return on
Form 1040 and itemizes deductions.

¢ You had no unearned income, and your earned income was more than

e Your unearned income was $1 or more, and the total of that income plus your
earned income was more than $650.
O Yes. You must file a return if any of the following apply.
* Your earned income was more than $4,150 ($4,950 if 65 or older and blind),

* Your unearned income was more than $1,450 ($2,250 if 65 or older and blind),

® Your gross income was more than:
1) The larger of $650 or your earned income (up to $3,350), plus
2) $800 ($1,600 if 65 or older and blind).
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¢ Are an independent contractor.
* Are a member of a partnership.

e Are in business for yourself in any other
way.

Self-employment can include work in ad-
dition to your regular full-time business activ-
ities. It also includes certain part-time work
that you do at home or in addition to your
regular job.

You must file a return if your gross in-
come is at least as much as the filing require-
ment amount for your filing status and age
(shown in Table 1-1). Also, you must file
Form 1040 and Schedule SE (Form 1040) if:

1) Your net earnings from self-employ-
ment (excluding church employee in-
come) were $400 or more, or

2) You had church employee income of
$108.28 or more (see Employees of
churches, later, and Table 1-3).

Gross income. For purposes of the filing re-
quirements, your gross income includes all
income you receive in the form of money,
goods, property, and services that is not ex-
empt from tax. This includes the gross in-
come amount on line 7 of Schedule C (Form
1040), Profit or Loss From Business, or line 1
of Schedule C-EZ (Form 1040), Net Profit
From Business.

Net earnings of $400 or more. You must
file a tax return if you had net earnings of
$400 or more from self-employment. This
applies regardless of your age.

Net earnings from self-employment are
figured on line 4 of Schedule SE (Form
1040), Section A or line 4c of Schedule SE
(Form 1040), Section B.

Minimum amount. You must have $400
or more of net earnings from self-employ-
ment to be subject to self-employment tax. If
your net earnings are less than $400, you do
not have to pay the tax, unless you had
church employee income of $108.28 or
more.

Self-employment tax. Self-employment
tax is comparable to the social security and
Medicare tax withheld from an employee’s
wages.

The combined self-employment tax rate
for 1996 is 15.3%. The 15.3% rate is a total
of 12.4% for social security and 2.9% for
Medicare. Use Schedule SE (Form 1040),
Self-Employment Tax, to figure your tax. At-
tach it to Form 1040. A copy of this schedule
is shown in Chapter 39.

Maximum amount. No more than
$62,700 of your combined wages, tips, and
net earnings in 1996 is subject to any combi-
nation of the 12.4% social security part of
self-employment tax, social security tax, or
railroad retirement (tier 1) tax.

However, all of your net earnings from
self-employment in 1996 are subject to the
2.9% Medicare part of self-employment tax.

Foreign governments or international
organizations. If you are a U.S. citizen who
works in the United States for an interna-
tional organization, a foreign government, or

Page 9



a wholly owned instrumentality of a foreign
government, and if your work is exempt from
social security and Medicare taxes, you must
pay self-employment tax on earnings from
services performed in the United States.

Ministers. Income from services you
performed as a minister is subject to self-em-
ployment tax unless you have requested and
received an exemption from the tax. This
also applies to Christian Science practition-
ers and members of a religious order who
have not taken a vow of poverty. For more
information, get Publication 517, Social Se-
curity and Other Information for Members of
the Clergy and Religious Workers.

Employees of churches. You will have
to pay self-employment tax if:

1) You work for a church or a qualified
church-controlled organization that
elected exemption from social security
and Medicare taxes,

2) You receive $108.28 or more from the
church or organization as its employee
(other than as a minister or a member of

areligious order), and

~

3) You have not elected to be exempt from
social security taxes as a member of a
qualifying religious sect.

See Publication 533, Self-Employment Tax,
for more information.

Aliens

Your status as an alien—resident, nonresi-
dent, or dual-status—determines whether
and how you must file an income tax return.
The rules used to determine if you are a
resident or nonresident alien are discussed
in Publication 519, U.S. Tax Guide for Aliens.

Resident aliens. If you are a resident alien
for the entire year, you must file a tax return
following the same rules that apply to U.S.
citizens. Use the forms discussed in this
publication.

Nonresident aliens. If you are a nonresi-
dent alien, the rules and tax forms that apply
to you may be different from those that apply
to U.S. citizens. See Publication 519 to find
out if U.S. income tax laws apply to you and
which forms you should file.

Dual-status taxpayers. If you were a resi-
dent alien for part of the tax year and a non-
resident alien for the rest of the year, you are
a dual-status taxpayer. Different rules apply
for the part of the year you were a resident of
the United States and the part of the year
you were a nonresident. For information on
dual-status taxpayers, see Publication 519.

Joint return. If you are an alien and you
were married to a person who was a U.S. citi-
zen or resident on the last day of the tax
year, you may be able to file a joint return
with your spouse. See Publication 519.
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Who Should File

Even if you do not have to file, you
@ should file a federal income tax re-
turn to get money back if:

1) You had income tax withheld from your
pay, or
2) You qualify for the earned income

credit. See Chapter 35 for more
information.

Which Form
Should | Use?

You must use one of three forms to file your
return —Form 1040EZ, Form 1040A, or
Form 1040. (But also see Does My Return
Have To Be On Paper?later.)

Form 1040EZ

Form 1040EZ is the simplest form to use.

You can use Form 1040EZ if all of the fol-

lowing apply.

¢ Your filing status is single or married filing
jointly.

¢ You (and your spouse if married filing a
joint return) were under age 65 on Janu-
ary 1, 1997, and not blind at the end of
1996.

e You do not claim any dependents.

Your taxable income is less than $50,000.

* Your income is only from wages, salaries,
tips, unemployment compensation,
Alaska Permanent Fund dividends, taxa-
ble scholarship and fellowship grants, and
taxable interest of $400 or less.

¢ You did not receive any advance earned
income credit (EIC) payments.

¢ |f you were a nonresident alien at any time
in 1996, your filing status is married filing
jointly.

¢ You do not owe any household employ-
ment taxes on wages you paid to a do-
mestic employee.

You must meet all of these requirements to
use Form 1040EZ. If you do not meet all of
them, you must use Form 1040A or Form
1040.

Table 1-3. Other Situations When You Must File a 1996 Return

employer. (See Chapter 7.)

(See Chapter 35.)

Employed Persons.”)

If any of the four conditions listed below apply, you must file a return, even if
your income is less than the amount shown in Table 1-1 or Table 1-2.

1. You owe any special taxes, such as:
e Social security or Medicare tax on tips you did not report to your
¢ Uncollected social security, Medicare, or railroad retirement tax on
tips you reported to your employer. (See Chapter 7.)

¢ Uncollected social security, Medicare, or railroad retirement tax on
your group-term life insurance. (See Chapter 31.)

¢ Alternative minimum tax. (See Chapter 31.)

e Tax on a qualified retirement plan, including an individual retirement
arrangement (IRA). (See Chapter 18.)

e Tax from recapture of investment credit or a low-income housing
credit you claimed in a previous year. (See the instructions for Form
4255, Recapture of Investment Credit, or Form 8611, Recapture of
Low-Income Housing Credit.)

e Recapture tax on the disposition of a home purchased with a
federally-subsidized mortgage. (See Chapter 16.)

¢ Recapture of the qualified electric vehicle credit. (See Chapter 36.)
2. You received any advance earned income credit (EIC) payments from
your employer. This amount should be shown in box 9 of your Form W-2.

3. You had net earnings from self-employment of at least $400. (See “Self-

4. You had wages of $108.28 or more from a church or qualified church-
controlled organization that is exempt from employer social security and
Medicare taxes. (See Publication 533)
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Form 1040A

If you do not qualify to use Form 1040EZ,
you may be able to use Form 1040A.

You can use Form 1040A if:

e Your income is only from wages, salaries,
tips, IRA distributions, pensions and annu-
ities, taxable social security and railroad
retirement benefits, taxable scholarship
and fellowship grants, interest, dividends
(including Alaska Permanent Fund divi-
dends), and unemployment
compensation.

¢ Your taxable income is less than $50,000.

e Your only adjustment to income is the de-
duction for contributions to an IRA.

* You do not itemize your deductions.
* Your only taxes are:
a) The amount from the Tax Table.

b) Alternative minimum tax (see Chapter
31).

c) Employment taxes on cash wages
you paid to a household employee
(see Publication 926, Household Em-
ployer’s Tax Guide).

d) Advance earned income credit (EIC)
payments, if you received any (see
Chapter 35).

* Your only credits are:

a) The credit for child and dependent
care expenses (see Chapter 33).

b) The credit for the elderly or the dis-
abled (see Chapter 34).

c) The earned income credit (see Chap-
ter 35).

If you file Form 1040A, you can claim es-
timated tax payments for 1996 and the ex-
clusion of interest from Series EE U.S. sav-
ings bonds issued after 1989.

If you do not meet all of the above re-
quirements, you cannot use Form 1040A.
For example, you may want to claim itemized
deductions, which you cannot claim on Form
1040A. Check the list under Form 1040 to
see if you must use Form 1040.

Form 1040

If you cannot use Form 1040EZ or Form
1040A, you must use Form 1040. You can
use Form 1040 to report all types of income,
deductions, and credits, including those you
cannot put on either Form 1040EZ or Form
1040A.

You may have received Form 1040A or
Form 1040EZ in the mail because of the re-
turn you filed last year. If your situation has
changed this year, it may be to your advan-
tage to file Form 1040 instead. You may pay
less tax by filing Form 1040 because you can
take itemized deductions, adjustments to in-
come, and some credits that you cannot
take on Form 1040A or Form 1040EZ.

You must use Form 1040 if:
¢ Your taxable income is $50,000 or more.
* You itemize your deductions.

You received or paid accrued interest on
securities transferred between interest
payment dates.

You received nontaxable dividends or
capital gain distributions.

You have to complete Part Il of Schedule
B (Form 1040) because:

You were a grantor of, or transferor
to, a foreign trust that existed dur-
ing 1996, or

At any time during the year you had
an interest in, or signature or other
authority over, a bank, securities,
or other financial account in a for-
eign country. Note: If the com-
bined value of the foreign ac-
count(s) is $10,000 or less during
all of 1996, or if the account(s)
was with a U.S. military banking
facility operated by a U.S. finan-
cial institution, you may be able to
use Form 1040A or Form 1040EZ.

You had income that cannot be reported
on Form 1040EZ or Form 1040A. This in-
cludes gain from the sale of your home or
other property, barter income, alimony in-
come, taxable refunds of state and local
income taxes, and self-employment in-
come (including farm income).

You sold or exchanged capital assets or
business property.

You claim adjustments to gross income
for moving expenses, the deduction for
self-employment tax, payments for self-
employed health insurance, payments to
a Keogh or SEP plan, the penalty on early
withdrawal of savings, alimony paid, cer-
tain required repayments of supplemental
unemployment benefits, jury pay turned
over to your employer, qualified perform-
ing artists’ expenses, or other allowable
adjustments to income.

Your Form W-2 shows uncollected em-
ployee tax (social security and Medicare
tax) on tips or group-term life insurance in
box 13. See Chapter 7.

You received $20 or more in tips in any
one month, and you did not report all of
these tips to your employer. See Chapter
7.

You must pay tax on self-employment in-
come. See Schedule SE (Form 1040),
Self-Employment Tax.

You have to recapture an investment
credit, a low-income housing credit, a
qualified electric vehicle credit, or an In-
dian employment credit you claimed in a
previous year.

You have to recapture tax on the disposi-
tion of a home purchased with a federally-
subsidized mortgage. See Chapter 16.

You have to pay tax on an excess golden
parachute payment.

You claim credits against your tax for any
of the following:

Mortgage interest credit
Foreign tax credit
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Any general business credit
Credit for prior year minimum tax

Credit for fuel from a nonconven-
tional source

Credit for federal tax on fuels
Qualified electric vehicle credit

Regulated investment company
credit

¢ You file any of the following:

Form 2119, Sale of Your Home
(when filed in the year of sale)

Form 2555, Foreign Earned Income

Form 2555-EZ, Foreign Earned In-
come Exclusion

Form 4563, Exclusion of Income for
Bona Fide Residents of American
Samoa

Form 4970, Tax on Accumulation Dis-
tribution of Trusts

Form 4972, Tax on Lump-Sum Distri-
butions (See Chapter 11.)

Form 5329, Additional Taxes Attribu-
table to Qualified Retirement
Plans (Including IRAs), Annuities,
and Modified Endowment
Contracts
Note: If you are filing Form 1040
solely because you have to file
Form 5329, do not file Form 1040,
you only have to file Form 5329.
(See Chapters 11 and 18.)

Form 8271, Investor Reporting of Tax
Shelter Registration Number

Form 8814, Parents’ Election To Re-

port Child’s Interest and
Dividends

When Do |
Have To File?

April 15, 1997, is the due date for filing your
1996 income tax return if you use a calendar
year. For a quick view of due dates for filing a
return with or without an extension of time to
file (discussed later), see Table 1-4.

If you use a fiscal year (a year ending on
the last day of any month except December,
or a 52-53 week year), your income tax re-
turn is due by the 15th day of the 4th month
after the close of your fiscal year.

When the due date for doing any act for
tax purposes—filing a return, paying taxes,
etc.—falls on a Saturday, Sunday, or legal
holiday, you can do that act on the next busi-
ness day.

Filing on time. Your return is filed on time if
it is properly addressed and is postmarked
by the due date. The return must have suffi-
cient postage. If you send a return by regis-
tered mail, the date of the registration is the
postmark date. The registration is evidence
that the return was delivered. If you send a
return by certified mail and have your receipt
postmarked by a postal employee, the date
on the receipt is the postmark date. The
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postmarked certified mail receipt is evidence
that the return was delivered.

Private delivery services. In addition to
the United States Postal Service, private de-
livery services (to be designated by the IRS)
can be used to meet the timely mailing as
timely filing and paying rule (for example, to
send your tax return to the IRS). When this
publication was printed, no private delivery
had been designated. When they are, the
IRS will make every effort to publicize the
information.

Filing late. If you do not file your return by
the due date, you may have to pay a failure-
to-file penalty and interest. For more infor-
mation, see Penalties, later. Also see Inter-
estunder Amount You Owe.

Nonresident alien. If you are a nonresident
alien and earn wages that are subject to U.S.
income tax withholding, your 1996 U.S. in-
come tax return ( Form 1040NR or Form
1040NR-EZ) is due by:

e April 15, 1997, if you use a calendar year,
or

® The 15th day of the 4th month after the
end of your fiscal year if you use a fiscal
year.

If you do not earn wages that are subject
to U.S. income tax withholding, your return is
due by:

e June 16, 1997, if you use a calendar year,
or

e The 15th day of the 6th month after the
end of your fiscal year, if you use a fiscal
year.

Get Publication 519, U.S. Tax Guide for
Aliens, for more filing information.

Filing for a decedent. If you must file a final
return as an executor, administrator, legal
representative, or surviving spouse of a tax-
payer who died during the year (a decedent),
the income tax return is due by the 15th day
of the 4th month after the end of the de-
ceased taxpayer’s normal tax year. In most
cases, for a 1995 return, this will be April 15,
1997. See Final Return for the Decedent in
Chapter 4.

Extensions of Time To File
You may be able to get an extension of time
to file your return. Special rules apply if you
were:

¢ Outside the United States, or

e Serving in a combat zone or a qualified
hazardous duty area.

These rules are discussed separately.

Form 4868. If you are not able to file your
1996 return by the due date, you may be able
to get an automatic 4—month extension of
time to file. To get the automatic extension,
you must file Form 4868, Application for Au-
tomatic Extension of Time To File U.S. Indi-
vidual Income Tax Return.
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Table 1-4. When to File Your 1996 Return (For U.S. citizens and residents
who file returns on a calendar year)

requested

Form 4868 filed
(1st extension)

Form 2688 filed
after filing Form
4868 (2nd
extension)

For Most For Certain Taxpayers
Taxpayers Outside the U.S.
No extension April 15, 1997 June 16, 1997

August 15, 1997

October 15, 1997

August 15, 1997

October 15, 1997

Example. If your return is due on April
15, 1997, you will have until August 15, 1997,
to file.

Caution: You may not be eligible. If
you want the IRS to figure your tax, you can-
not use the automatic extension of time to
file. If you are under a court order to file by
the regular due date, you also cannot use
the automatic extension of time to file.

When to file. You must file Form 4868
by April 15, 1997. If you are filing a fiscal year
return, file Form 4868 by the regular due
date for your return. You can file Form
1040EZ, Form 1040A, or Form 1040 any
time before the 4—month extension period
ends.

Time to pay not extended. An extension of
time to file is not an extension of time to pay.
You must make an accurate estimate of your
tax for 1996 and send any necessary pay-
ment with your Form 4868. If you find you
cannot pay the full amount due with Form
4868, you can still get the extension. You will
owe interest on the unpaid amount.

You also may be charged a penalty for
paying the tax late unless you have reasona-
ble cause for not paying your tax when due.
See Penalties, later.

Interest and penalties are assessed
(charged) from the original due date of the
return, which, for most taxpayers, is April 15,
1997.

When you file your return. Enter any pay-
ment you made with Form 4868 on line 55,
Form 1040. If you file Form 1040EZ or Form
1040A, include any payment you made with
Form 4868 in your total payments on line 9 of
Form 1040EZ or line 29d of Form 1040A.
Also write “Form 4868 and the amount paid
in the space to the left of line 9 or line 29d.

Extensions beyond 4 months. If you qual-
ify for the 4—month extension and you later
find that you are not able to file within the 4—
month extension period, you may be able to
get 2 more months to file, for a total of 6
months.

You can apply for an extension beyond
the 4-month extension either by a letter to
the IRS or by filing Form 2688, Application
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for Additional Extension of Time To File U.S.
Individual Income Tax Return. You should
request the extension early so that, if re-
fused, you still will be able to file on time. Ex-
cept in cases of undue hardship, Form 2688
or arequest by letter will not be accepted un-
til you have first used Form 4868 to get an
automatic 4—-month extension. Form 2688 or
your letter will not be considered if you file it
after the extended due date.

To get an extension beyond the auto-
matic 4—-month extension, you must give all
the following information:

* The reason for requesting the extension.

¢ The tax year to which the extension
applies.

The length of time needed for the
extension.

e Whether another extension of time to file
has already been requested for this tax
year.

You may sign the request for this extension,
or it may be signed by your attorney, CPA,
enrolled agent, or a person with a power of
attorney. If you are unable to sign the re-
quest because of iliness or for another good
reason, a person in close personal or busi-
ness relationship to you can sign for you,
stating why you could not sign the request.

Extension granted. If your application
for this extension is approved, you will be no-
tified by the IRS. Attach the notice to your re-
turn when you file it.

If an extension is granted and the IRS
later determines that the statements made
on your request for this extension are false
or misleading and an extension would not
have been granted at the time based on the
true facts, the extension is null and void. You
will have to pay the failure-to-file penalty
(discussed later).

Extension not granted. If your applica-
tion for this extension is not approved, you
must file your return by the extended due
date of the automatic extension. You may be
allowed to file within 10 days of the date of
the notice you get from the IRS if the end of
the 10—day period is later than the due date.
The notice will tell you if the 10—-day grace
period is granted.



No further extensions. An extension of
more than 6 months will not be granted if you
are in the United States. However, if you are
outside the United States and meet certain
tests, you may be granted a longer exten-
sion. See When To File and Pay in Publica-
tion 54 for more information.

Individuals Outside the U.S.

You are allowed an automatic 2-month ex-
tension (until June 16, 1997, if you use a cal-
endar year) to file your 1996 return and pay
any federal income tax that is due if you are a
U.S. citizen or resident and on the regular
due date of your return (April 15, 1997, if you
use a calendar year):

1) You are living outside of the United
States and Puerto Rico, and your main
place of business or post of duty is
outside the United States and Puerto
Rico, or

2) You are in military or naval service on
duty outside the United States and Pu-
erto Rico.

However, if you pay the tax due after the
regular due date, interest will be charged
from the regular due date until the date the
tax is paid.

See When To File and Pay in Publication
54 for more information.

If you served in a combat zone, see Indi-
viduals Serving in Combat Zone, later, for
special rules that apply to you.

Married taxpayers. If you file a joint return,
only one spouse has to qualify for this auto-
matic extension to apply. If you and your
spouse file separate returns, this automatic
extension applies only to the spouse who
qualifies.

How to get the extension. To use this spe-
cial automatic extension, you must attach a
statement to your return explaining what sit-
uation (see the two listed earlier) qualified
you for the extension.

Extensions beyond 2 months. If you are
unable to file your return within the automatic
2—-month extension period, you may be able
to get an additional 2-month extension of
time to file your return, for a total of 4
months. You must file Form 4868 by the end
of the automatic extension period (usually
June 16, 1997) to get this additional 2—
month extension.

This additional 2—-month extension of
time to file is not an extension of time to pay.
See Time to pay not extended, earlier.

Extensions beyond 4 months. If you are
still unable to file your return within the 4—
month extension, you may be able to get an
extension for 2 more months, for a total of 6
months. See Extensions beyond 4 months,
earlier.

No further extensions. An extension of
more than 6 months will generally not be
granted. However, if you are outside the

United States and meet certain tests, you
may be granted a longer extension. See
When To File and Pay in Publication 54 for
more information.

Individuals Serving
in Combat Zone

If you served in the Armed Forces in the Per-
sian Gulf Area combat zone, or in a qualified
hazardous duty area (Bosnia and Herzego-
vina, Croatia, or Macedonia) in the former
Yugoslavia, the deadline for filing your tax re-
turn, paying any tax that you may owe, and
filing a claim for refund is automatically ex-
tended. The deadline is also extended if you
served in the combat zone or in a qualified
hazardous duty area in support of the Armed
Forces, even though you were not a member
of those forces. This category includes Red
Cross personnel, accredited correspon-
dents, and civilians under the direction of the
Armed Forces in support of the Armed
Forces.

For purposes of the deadline extension,
the Persian Gulf Area became a combat
zone on August 2, 1990, and Bosnia and
Herzegovina, Croatia, and Macedonia be-
came a qualified hazardous duty area on No-
vember 21, 1995. See Publication 3 for more
information on these and other benefits.

Extension period. Your deadline for filing
your return, paying any tax that is due, and
for filing a claim for refund is extended for at
least 180 days after the later of:

1) The last day you are in a combat zone
or in a qualified hazardous duty area (or
the last day the area qualifies as a com-
bat zone or a qualified hazardous duty
area), or

2) The last day of any continuous qualified
hospitalization for injury from service in
the combat zone or qualified hazardous
duty area.

In addition to the 180 days, your deadline
is also extended by the number of days you
had left to file when you entered the Persian
Gulf Area combat zone or qualified hazard-
ous duty area. For example, you have 372
months (January 1 — April 15, 1997) to file
your 1996 tax return. Any days of this 3¥—
month period that are left when you entered
the combat zone or qualified hazardous duty
area (or the entire 3¥-months if you entered
the combat zone or qualified hazardous duty
area before January 1, 1997) are added to
the 180 days to find the end of your time ex-
tension for filing your 1996 return.

How Do |
Prepare My Return?

This section explains how to get ready to fill
in your tax return, including when to report
your income and expenses. It also explains
how to complete certain sections of the
form. You may find Table 1-5 helpful when
you prepare your return.
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In most cases, the IRS will mail you either
Form 1040, Form 1040A, or Form 1040EZ
with related instructions, based on what you
filed last year. Before you fill in the form, look
it over to see if you need additional forms or
schedules. You may also want to read Does
My Return Have To Be On Paper?later.

If you have not received a tax return
package in the mail, or if you need other
forms, you can order them. You can get most
forms and publications you need by using
the order blank at the end of this publication
or by calling 1-800-TAX-FORM (1-800—
829-3676).

Form W-2. If you are an employee, you
should receive Form W-2 from your em-
ployer. You will need the information from
this form before you prepare your return.

If you do not receive Form W-2 by Janu-
ary 31, contact your employer. If you still do
not get the form by February 15, the IRS can
help you by requesting the form from your
employer. For more information, see Form
W-2under Credit for Withholding and Esti-
mated Taxin Chapter 5.

Form 1099. If you received certain types of
income, you may get a form in the Form
1099 series. For example, if you received
taxable interest of $10 or more, the payer
generally must give you a Form 1099—INT. If
you have not received it by January 31, con-
tact the payer. If you still do not get the form
by February 15, call the IRS for help.

Substitute tax forms. You cannot use your
own version of a tax form unless it meets the
requirements explained in Publication 1167,
Substitute Printed, Computer-Prepared, and
Computer-Generated Tax Forms and
Schedules.

Tax help on videotape. A videotape of tax
return instructions is available in either En-
glish or Spanish at participating libraries.

Table 1-5. 6 Steps for Preparing
Your Return

1—Get all of your records together for
income and expenses.

2—Get all forms, schedules, and
publications that you need.

3—Fillin your return.

4—Check your return to make sure it is
correct.

5—Sign and date your return.

6—Attach all required forms and
schedules.

When Do | Report My

Income and Expenses?
You must figure your taxable income on
the basis of a tax year. A “tax year” is an
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annual accounting period used for keeping
your records and reporting your income
and expenses. You must account for your
income and deductions in a way that
clearly shows your taxable income. The
way you do this is called an accounting
method. This section explains which ac-
counting periods and methods you can
use.

Accounting Periods

Most individual tax returns cover a calen-
dar year —the 12 months from January 1
through December 31. If you do not use a
calendar year, your accounting period is a
fiscal year. A regular fiscal year is a 12—
month period that ends on the last day of
any month except December. A 52-53
week fiscal year varies from 52 to 53
weeks and ends on a particular day of the
week.

You must choose your accounting pe-
riod when you file your first income tax re-
turn. It cannot be longer than 12 months.

Changing your accounting period. If
you want to change your accounting pe-
riod, you generally must get permission
from the IRS. Use Form 1128, Application
To Adopt, Change, or Retain a Tax Year.
Form 1128 must be filed by the 15th day of
the second calendar month of the re-

quested accounting period. The new pe-
riod cannot be used until you receive ap-
proval from IRS. A fee is charged to

request a change in your accounting

period.

Example. Last year, you were an em-
ployee and filed your income tax return on
a calendar year basis. On July 1 this year
you quit your job and open your own repair
shop. For business reasons, you want to
file your income tax return on a fiscal year
basis from July 1 to June 30. To change
your accounting period, complete and
send Form 1128 by August 15.

Additional information. For more infor-
mation on accounting periods, see Publi-
cation 538, Accounting Periods and
Methods.

Accounting Methods

Your accounting method is the way you ac-
count for your income and deductions.
Most taxpayers use either the cash
method or an accrual method. You choose
a method when you first file a return.

Cash method. If you use this method, re-
port all items of income in the year in which
you actually or constructively receive
them. Deduct all expenses in the year you
pay them. This is the method most individ-
ual taxpayers use.

Constructive receipt. You construc-
tively receive income when it is credited to
your account, or is set apart in any way that
makes it available to you. You do not need
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to have physical possession of it. For ex-
ample, interest credited to your bank ac-
count on December 31, 1996, is taxable in-
come to you in 1996 if you could have
withdrawn it in 1996 (even if the amount is
not entered in your passbook or withdrawn
until 1997).

Garnisheed wages. If your employer
uses your wages to pay your debts, or if
your wages are attached or garnisheed,
the full amount is constructively received
by you. You must include these wages in
income for the year you would have re-
ceived them.

Brokerage and other accounts.
Profits from a brokerage account, or similar
account, are fully taxable in the year you
earn them. This is true even if:

1) You do not withdraw the earnings,

2) The credit balance in the account may
be reduced or eliminated by losses in
later years, or

3) Current profits are used to reduce or
eliminate a debit balance from previ-
ous years.

Debts paid for you. If another person
cancels or pays your debts (but not as a gift
or loan), you have constructively received
the amount and generally must include it in
your gross income for the year. See Can-
celed Debts in Chapter 13 if you need more
information.

Payment to third party. If athird party
is paid income from property you own, you
have constructively received the income. It
is the same as if you had actually received
the income and paid it to the third party.

Payment to an agent. Income re-
ceived by an agent for you is income con-
structively received by you in the year the
agent receives it. If you indicate in a con-
tract that your income is to be paid to an-
other person, you must include the amount
in your gross income when the other per-
son receives it.

Check received or available. A valid
check you received or that was made avail-
able to you before the end of the tax year is
constructively received by you in that year,
even if you do not cash the check or de-
posit it in your account until the next year.

No constructive receipt. There may
be facts to show that you did not construc-
tively receive income.

Example. Alice Johnson, a teacher,
agreed to her school board’s condition
that, in her absence, she would receive
only the difference between her regular
salary and the salary of a substitute
teacher hired by the school board. There-
fore, Alice did not constructively receive
the amount by which her salary was re-
duced to pay the substitute teacher.

Accrual method. If you use an accrual
method, you generally report income when
you earn it, rather than when you receive it.
You generally deduct your expenses when
you incur them, rather than when you pay
them.
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Income paid in advance. Prepaid in-
come is generally included in gross income
in the year you receive it. Your method of
accounting does not matter as long as the
income is available to you. Prepaid income
includes rents or interest you receive in ad-
vance and pay for services you will perform
later.

Changing your accounting method.
Once you have chosen your accounting
method, you ordinarily cannot change it
without the permission of the IRS. How-
ever, you can choose a different method
for each business you have when you re-
port income from it for the first time.

Example. You work for a salary and
use the cash method to report that income
on your tax return. You open a gift shop
and continue to work for a salary. Even
though you use the cash method for your
salary, you can use an accrual method for
reporting income from your gift shop.

How to change. If you want to change
your accounting method, get Form 3115,
Application for Change in Accounting
Method. In general, Form 3115 must be
filed within 180 days after the beginning of
the year of change. A fee is charged to re-
guest a change in your accounting method.

Additional information. For more infor-
mation on accounting methods, get Publi-
cation 538.

Social Security Number

You must show your social security num-
ber (SSN) on your return. Be sure the SSN
on your return is the same as the SSN on
your social security card. If the address la-
bel in your tax return package shows the
wrong SSN, mark through it. Correct it on
the label. If you did not receive a tax return
package with a label, enter your SSN in the
space provided on the return.

If you are married and you did not re-
ceive a tax return package with a label,
enter the SSNs for both you and your
spouse, whether you file jointly or
separately.

Name change. If you changed your name
because of marriage, divorce, etc., make
sure you immediately notify your Social Se-
curity Administration (SSA) office so the
name on your tax return is the same as the
one the SSA has on its records. This may
prevent delays in issuing your refund and
safeguard your future social security
benefits.

Dependent’s social security number.
You must provide the SSN of each depen-
dent you claim, regardless of the depen-
dent’s age. This requirement applies to all
dependents (not just your children)
claimed on your tax return.

Exception. You do not need to provide
an SSN for a child born in December of
1996.



No social security number. If you or your
dependent does not have an SSN, file a
Form SS-5 with your local SSA office. It
usually takes about 2 weeks to get an SSN.
If you or your dependent is not eligible to
get an SSN, see Individual taxpayer identi-
fication number for aliens, later.

If you are a U.S. citizen, you must show
proof of age, identity, and citizenship with
your Form SS-5. If you are 18 or older, you
must appear in person.

Form SS-5 is available at any SSA of-
fice. If you have any questions about which
documents you can use as proof of age,
identity, or citizenship, contact your SSA
office.

If your dependent does not have an
SSN by the time your return is due, you
may want to ask for an extension of time to
file, as explained earlier under When Do |
Have To File?

If you don’t provide a required SSN or if
you provide an incorrect SSN, your tax may
be increased and any refund may be
reduced.

Nonresident alien spouse. |If your
spouse is a nonresident alien and you file a
joint or separate return, your spouse must
have either an SSN or an Individual Tax-
payer ldentification Number (ITIN). If your
spouse is not eligible to get an SSN, see
the next discussion.

Individual taxpayer identification num-
ber (ITIN) for aliens. The IRS will issue
you an ITIN if you are a nonresident or resi-
dent alien and you do not have and are not
eligible to get a social security number
(SSN). To apply for an ITIN, file Form W-
7 with the IRS. See How To Get Forms,
Publications, and Other Information, at the
end of this publication, to find out how to
get the form. It usually takes about 30 days
to get an ITIN. Enter this number on your
tax return wherever your SSN is requested,
and use it for tax purposes only. An incor-
rect or missing taxpayer identification num-
ber may increase your tax or reduce your
refund.

Alien dependent. If your dependent is
a nonresident or resident alien who does
not have and is not eligible to get a social
security number (SSN), file Form W-7 with
the IRS to apply for an individual taxpayer
identification number (ITIN). Enter this
number on your return wherever the de-
pendent’s SSN is requested. Use it for tax
purposes only.

An ITIN is for tax use only. It does
A not entitle you or your dependent
YWITEN] to social security benefits or

change the employment or immigration
status of either of you under U.S. law.

Penalty for not providing social secur-
ity number. If you do not include your
SSN or the SSN of your spouse or depen-
dent as required, you may have to pay a

penalty. See the discussion on Penalties,
later, for more information.

SSN on correspondence. If you write to
the IRS about your tax account, be sure to
include your SSN in your correspondence.
Because your SSN is used to identify your
account, this helps the IRS respond to your
correspondence promptly.

Presidential Election
Campaign Fund

This fund was set up to help pay for presi-
dential election campaigns. You may have
$3 of your tax liability go to this fund by
checking the Yes box on Form 1040, Form
1040A, or Form 1040EZ. If you are filing a
joint return, your spouse may also have $3
go to the fund. If you check Yes, it will not
change the tax you pay or the refund you
will receive.

Rounding Off Dollars
You may round off cents to whole dollars
on your return and schedules. If you do
round to whole dollars, you must round all
amounts. To round, drop amounts under
50 cents and increase amounts from 50 to
99 cents to the next dollar. For example,
$1.39 becomes $1 and $2.50 becomes $3.
If you have to add two or more amounts
to figure the amount to enter on a line, in-
clude cents when adding the amounts and
round off only the total.

Example. You receive two W-2 forms:
one showing wages of $5,000.55 and one
showing wages of $18,500.73. On Form
1040, line 7, you would enter $23,501
($5,000.55+ $18,500.73 = $23,501.28)
instead of $23,502 ($5,001 + $18,501).

Additional Schedules

Depending on the form you file and the
items reported on your return, you may
have to complete additional schedules and
attach them to your return.

Form 1040EZ. There are no additional
schedules to file with Form 1040EZ.

Form 1040A. If you file Form 1040A, you
must complete and attach any of the fol-
lowing schedules that apply.

e Schedule 1 to report your interest in-
come or dividend income if either
amount is more than $400 or if certain
conditions apply. Those conditions are
listed under How To Report Interest In-
come in Chapter 8.

e Schedule 2 to take the credit for child
and dependent care expenses.

e Schedule 3 to take the credit for the eld-
erly or the disabled.

e Schedule EIC to take the earned income
credit.

e Schedule H to figure employment taxes
on cash wages you paid to a household
employee.
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Form 1040. If you file Form 1040, attach
the necessary schedules or forms, such
as:

e Schedule A to itemize your deductions.

e Schedule B to report over $400 in inter-
est or dividends (including capital gain
and nontaxable distributions), to answer
the foreign accounts and foreign trusts
questions, or to report interest or divi-
dend income (even if $400 or less) if
certain conditions apply. Those condi-
tions are listed under How To Report In-
terest Income in Chapter 8.

e Schedule C or Schedule C—EZ to report
profit or loss subject to self-employment
tax from a business you operated or a
profession you practiced as a sole pro-
prietor, and to report wages and ex-
penses you had as a statutory
employee.

e Schedule D to report capital gains and
losses.

e Schedule E to report income or loss
from rental real estate, royalties, part-
nerships, estates, trusts, S corporations,
and REMICs (residual interests).

e Schedule EIC to take the earned income
credit.

e Schedule F to report farm income and
expenses.

e Schedule H to figure employment taxes
on cash wages you paid to a household
employee.

e Schedule R to take the credit for the eld-
erly or the disabled.

e Schedule SE to figure self-employment
tax.

Foreign accounts and trusts. You
must complete Part |1l of Schedule B (Form
1040) if:

1) You received more than $400 in either
interest or dividends, or

2) You had a foreign account or were the
grantor of, or transferor to, a foreign
trust.

If you checked Yes to the question on
line 11a, Part Ill of Schedule B, you must
file Form TD F 90-22.1, Report of Foreign
Bank and Financial Accounts, by June 30,
1997, with the Department of the Treasury
at the address shown on the form. Form
TD F 90-22.1 is not a tax return, so do not
attach it to your Form 1040. Be sure to file
your Form 1040 with the IRS. You can get
Form TD F 90-22.1 by using the order
blank at the end of this publication.

For more information, see the instruc-
tions for Part Ill of Schedule B (Form
1040).

Assembling your return. Attach all
forms and schedules behind Form 1040 in
order of the “Attachment Sequence Num-
ber” shown in the upper right corner of the
form or schedule. Put forms without an at-
tachment sequence number next. Then ar-
range all other statements or attachments
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in the same order as the forms and sched-
ules they relate to and attach them last. Do
not attach items unless required to do so.

Form W-2. Form W-2, Wage and Tax
Statement, is a statement from your em-
ployer of the wages and other compensa-
tion paid to you and the taxes withheld
from your pay. You should have a Form W-
2 from each employer. Be sure to attach
the first copy or copy B of Form W-2 in the
place indicated in the left margin of the
front page of your return. Attach it only to
the front page of your return, not to any at-
tachments. For more information, see
Form W-2in Chapter 5.

Signatures

You must sign and date your return. If you
file a joint return, both you and your spouse
must sign the return, even if only one of
you had income.

If you are due a refund, it cannot be is-
sued unless you have signed your return.

Enter your occupation in the space pro-
vided in the signature section. If you file a
joint return, enter both your occupation and
your spouse’s occupation.

If you prepare your own return, leave
the space under your signature blank. If an-
other person prepares your return and
does not charge you, that person should
not sign your return.

Paid preparer. Generally, anyone you pay
to prepare, assist in preparing, or review
your tax return must sign it and fill in the
other blanks in the paid preparer’s area of
your return. Signature stamps and labels
are not acceptable. Paid preparers of Form
1040EZ must also put an “X” in box 10 in
the lower right corner of page 1 of the
return.

If the preparer is self-employed (that is,
not employed by any person or business to
prepare the return), he or she should check
the self-employed box in the Paid
Preparer’s Use Only space on the return.

The preparer must give you a copy of
your return in addition to the copy filed with
the IRS.

If you have questions about whether a
preparer must sign your return, please con-
tact any IRS office.

When someone can sign for you. You
can appoint an agent to sign your return if
you are:

1) Unable to sign the return because of
disease orinjury,

2) Absent from the United States for a
continuous period of at least 60 days
before the due date for filing your re-
turn, or

3) Given permission to do so by the IRS
district director in your district.

Power of attorney. A return signed by
an agent in any of these cases must have a
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power of attorney (POA) attached that au-
thorizes the agent to sign for you. You can
use a POA that states that the agent is
granted authority to sign the return, or you
can use Form 2848, Power of Attorney and
Declaration of Representative. Part | of
Form 2848 must state that the agent is
granted authority to sign the return.

Unable to sign. If the taxpayer is men-
tally incompetent and cannot sign the re-
turn, it must be signed by a court-appointed
representative who can act for the
taxpayer.

If the taxpayer is mentally competent
but physically unable to sign the return or
POA, a valid “signature” is defined under
state law. It can be anything that clearly in-
dicates the taxpayer’s intent to sign. For
example, the taxpayer’s “X” with the sig-
natures of two witnesses might be consid-
ered a valid signature under a state’s law.

Spouse unable to sign. If your spouse is
unable to sign for any reason, see Signing
a joint return, in Chapter 2.

Child’s return. If a child has to file a tax re-
turn but cannot sign the return, the child’s
parent, guardian, or another legally re-
sponsible person must sign the child’s
name, followed by the words “By (signa-
ture), parent (or guardian) for minor child.”

Refunds

When you complete your return, you will
determine if you paid more income tax than
you owed. If so, you can get a refund of the
amount you overpaid or, if you file Form
1040 or Form 1040A, you can choose to
apply all or part of the overpayment to your
next year's (1997) estimated tax.

If you choose to have a 1996 over-
A payment applied to your 1997 es-
[YYNTER] timated tax, you cannot change

your mind and have any of it refunded to
you after the due date of your 1996 return.

You cannot have your overpayment ap-
plied to your 1997 estimated tax if you file
Form 1040EZ.

Follow the instructions in your tax forms
package to complete the entries to claim
your refund and/or to apply your overpay-
ment to your 1997 estimated tax.

Direct deposit. Instead of getting a
@ paper check, you may be able to
have your refund deposited di-

rectly into your account at a bank or other
financial institution. To request direct de-
posit, follow the instructions for the refund
line on your return.

The IRS may not accept direct de-
posit requests if the refund
YNNI claimed differs by more than $50
from what the IRS computes. Nor will there

be direct deposit of refunds into foreign
bank accounts. Direct deposit cannot be
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used when filing a prior year return or for fil-
ing a joint return for a spouse who died dur-
ing 1996. Also, direct deposit will not occur
if the name on the tax return and bank ac-
count do not match. If the direct deposit
cannot be done, the IRS will send a check
instead.

Overpayment less than one dollar. |If
your overpayment is less than one dollar,
you will not get a refund unless you ask for
it in writing.

Cashing your refund check. U.S. Gov-
ernment checks must be cashed within 12
months of the date they are issued.
Checks not cashed within 12 months will
be canceled and the proceeds returned to
the IRS. Cash your tax refund check soon
after you receive it.

If your check has been canceled, you
can apply to the IRS to have it reissued.

Amount You Owe

When you complete your return, you will
determine if you have paid the full amount
of tax that you owe. If you owe additional
tax, you should pay it with your return. If
you owe less than one dollar, you need not
payit.

If the IRS figures your tax for you, you
will receive a bill for any tax that is due. You
should pay this bill within 30 days (or by the
due date of your return, if later). See Tax
Figured by IRSin Chapter 31.

If you do not pay your tax when
due, you may have to pay a fail-
YWITER] ure-to-pay penalty. See Penalties,
later. For more information about your bal-
ance due, see Publication 594, Under-

standing the Collection Process.

Interest

You will have to pay interest on any tax you
owe that is not paid by the due date of your
return. Interest is charged even if you get
an extension of time for filing.

If you choose to have the IRS fig-
@ ure your tax for you, interest can-
not start earlier than the 31st day

after the IRS sends you a bill. For informa-
tion on this choice, see Tax Figured by IRS
in Chapter 31.

Interest on penalties. Interest is charged
on the failure-to-file penalty, the accuracy-
related penalty, and the fraud penalty from
the due date of the return (including exten-
sions) to the date of payment. Interest on
other penalties starts on the date of notice
and demand, but is not charged on penal-
ties paid within 10 days from the date of the
notice.

Interest due to IRS error or delay. All or
part of any interest you were charged for a
deficiency or payment can be forgiven if
the interest is due to an error or delay by an



officer or employee of the IRS in perform-
ing a ministerial act. This is a procedural or
mechanical act that occurs during the
processing of a taxpayer’s case.

The interest can be forgiven only if you
are not responsible in any important way
for the error or delay and the IRS has noti-
fied you in writing of the deficiency or pay-
ment. For more information, get Publica-
tion 556, Examination of Returns, Appeal
Rights, and Claims for Refund.

How To Pay

If you pay by check or money order, make it
out to Internal Revenue Service. Please
show your correct name, address, social
security number, daytime telephone num-
ber, and tax year and form number on the
front of your check or money order.

For example, if you file Form 1040 for
1996 and you owe additional tax, show
your name and address, social security
number, daytime telephone number, and
1996 Form 1040 on the front of your check
or money order. If you file an amended re-
turn (Form 1040X) for 1995 and you owe
tax, show your name and address, social
security number, daytime telephone num-
ber, and 1995 Form 1040X on the front of
your check or money order.

Enclose your payment with your return,
but do not attach it to the form.

Do not mail cash with your return. If you
pay cash at an IRS office, keep the receipt
as part of your records.

Payment voucher. If you have a balance
due on line 62 of your 1996 Form 1040 and
you receive Form 1040-V, Payment
Voucher, use it to send us your payment.
This will help us process your payment
more accurately and efficiently. Follow the
instructions that come with the form.

Estimated tax payments. Do not include
any estimated tax payment in your check
or money order that is payment for your
1996 income tax return. Mail the estimated
tax payment separately to the address
shown in the Form 1040-ES instructions.
The address for mailing estimated tax pay-
ments is different from the address for
sending your tax return.

Waiver of estimated tax penalty. If
you underpaid your 1996 estimated tax,
you may be eligible for a waiver of the pen-
alty for the underpayment. See Chapter 5.

Payment not honored. If your check or
money order is not honored by your bank
(or other financial institution) and IRS does
not receive the funds, you still owe the tax.

Installment Agreement

If you cannot pay the full amount due with
your return, you may ask to make monthly
installment payments. However, you will be
charged interest and may be charged a
late payment penalty on the tax not paid by
April 15, 1997, even if your request to pay
in installments is granted. If your request is

granted, you must also pay a fee. To limit
the interest and penalty charges, pay as
much of the tax as possible with your re-
turn. But before requesting an installment
agreement, you should consider other less
costly alternatives, such as a bank loan.

To ask for an installment agreement,
use Form 9465, Installment Agreement
Request. You can get Form 9465 by calling
1-800-TAX-FORM(1-800-829-3676).
You should receive a response to your re-
quest for installments within 30 days. But if
you file your return after March 31, it may
take longer for a reply.

Gift To Reduce
the Public Debt

You can make a contribution (gift) to re-
duce the public debt. If you wish to do so,
make a separate check payable to Bureau
of the Public Debt. You can send it to the
Bureau of the Public Debt, Department G,
Washington, DC 20239-0601. Or, you can
enclose the check in the envelope with
your income tax return. Please do not add
this gift to any tax you owe. If you owe tax,
include a separate check for the tax paya-
ble to Internal Revenue Service.

You can deduct this gift as a charitable
contribution on next year’s tax return if you
itemize your deductions on Schedule A
(Form 1040).

Peel-Off Address Label

After you have completed your return, peel
off the label for your address from the in-
side of your tax return package and place it
in the address area of the Form 1040,
Form 1040A, or Form 1040EZ you send to
the IRS. If you have someone prepare your
return, give that person your label to use.

If you file a 1040PC return, place the la-
bel over the name and address area. If you
file electronically, use your label on Form
8453. (More information on electronic filing
and the 1040PC return is found later in this
chapter.)

The coding on the label is used by the
IRS in processing your return. The label
helps to correctly identify your account. It
also saves processing costs and speeds
up processing so that refunds can be is-
sued sooner.

If you are due a refund, we will send it to
the address shown on the return you file
(unless you choose direct deposit). We will
also send any notices or other correspon-
dence to that address. So if you move,
please let us know. See Change of Ad-
dress, later, under What Happens After |
File?

Correcting the label. Make necessary
name and address changes on the label. If
you have an apartment number that is not
shown on the label, please write it in. If you
and your spouse file a joint return and
maintain separate homes, choose one ad-
dress to enter on your return. If the label is
for a joint return and the social security
numbers are not listed in the same order as
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the first names, change the numbers to
show the correct order. If your social secur-
ity number is not correct, or if you changed
your name, see the discussion under So-
cial Security Number, earlier.

No label. If you did not receive a tax return
package with a label, print or type your
name, address, and social security number
in the spaces provided at the top of Form
1040 or Form 1040A. If you are married fil-
ing a separate return, do not enter your
spouse’s name in the space at the top. In-
stead, enter his or her name in the space
provided on line 3.

If you file Form 1040EZ and you do not
have a label, print (do not type) this infor-
mation in the spaces provided.

P.O. box. If your post office does not de-
liver mail to your street address and you
have a P.O. box, write your P.O. box num-
ber on the line for your present home ad-
dress instead of your street address.

Foreign address. If your address is
outside the United States or its posses-
sions or territories, enter the information on
the line for “City, town or post office, state,
and ZIP code” in the following order:

1) City,

2) Province or state,

3) Foreign postal code, and
4) Name of foreign country.

Do not abbreviate the name of the
country.

Where Do | File?

After you complete your return, you must
send it to the IRS. You can mail it or you
may be able to file it electronically. See
Does My Return Have To Be On Paper?
next.

Mailing your return. If an addressed en-
velope came with your tax forms package,
you should mail your return using that
envelope.

If you do not have an addressed envel-
ope or if you moved during the year, mail
your return to the Internal Revenue Service
Center for the area where you now live.
The street address of the Service Center is
not needed. A list of Service Center ad-
dresses is shown in your tax forms
package.

If you are making a payment, follow any
additional instructions in your tax forms
package.

Does My Return Have
To Be On Paper?

You may be able to file a paperless return,
or a return with less paper. This section
explains:
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1) Electronic filing,
2) On-line filing,
3) TeleFile (filing by telephone), and

4) Computerized returns (the 1040PC re-
turn, which is prepared on a personal
computer and generally has fewer
pages than a conventional return).

Electronic Filing

You may be able to have your return filed
electronically instead of on a paper form.
Millions of taxpayers filed electronically
last year. Most individuals can file electron-
ically, whether their return shows a bal-
ance due or a refund.

Tax returns can be electronically filed
through tax preparers, through a company
that will transmit your return to the IRS,
with your personal computer using an IRS-
accepted on-line service company or
transmitter, and through many IRS walk-in
offices offering taxpayer assistance.
Check your telephone book for tax
preparers and other companies offering
this service. If you plan to go to an IRS
walk-in office, call 1-800—-829-1040 for the
site nearest you.

For this discussion, “preparer” in-
cludes transmitters, on-line service provid-
ers, and any other electronic filers the IRS
accepted to file returns under the Elec-
tronic Filing Program.

For more information on electronic fil-
ing, a recorded message is available on
the Tele-Tax system. The Tele-Tax num-
ber for your area is listed in your tax forms
package.

Benefits. Table 1-6 lists the benefits of
electronic filing. Electronic filing uses auto-
mation to replace most of the manual
steps needed to process paper returns. As
aresult, processing for electronic returns is
faster and more accurate. However, errors
on the return or problems with its transmis-
sion can delay processing.

As with a paper return, you are respon-
sible for making sure your return contains
accurate information and is filed on time.

Electronic filing does not affect your
chances of an IRS examination of your
return.

Balance due. If you have a balance due
with your return, you must pay it by April 15,
1996 to avoid penalties and interest. Mail
your payment with either:

1) The Form 1040-V, Payment Voucher,
included in some tax forms packages
(or provided by your preparer), or

2) The tear-off stub from the appropriate
payment reminder notice.

Refunds. If you file a complete and accu-
rate return, your refund will be issued within
21 days. However, some refunds may be
temporarily delayed as a result of compli-
ance checks. These checks make sure
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Table 1-6. Benefits of Filing Electronically

Accuracy

Acknowledgement

File Now,
Pay Later

Refunds

Simultaneous
Federal/State

e Computer program quickly catches
mistakes before they become problems

¢ |IRS advises the preparer (or other
transmitter) who filed your return that it has
been accepted for processing

¢ File early and pay the balance due by
April 15

e Normally issued within 3 weeks

e File both federal and state returns with the

IRS at the same time (see Federal/State
Filing electronic filing for a list of participating
states)

that returns are filed accurately and that
the refund is correctly determined.

You can have a refund check mailed to
you, or you can elect to have your refund
deposited directly to your savings or
checking account.

Direct deposit. To choose direct de-
posit of your refund, complete Part Il of
Form 8453 ( discussed later) and check
the appropriate box in Part IIl.

Errors in direct deposit information will
cause delays in processing your refund.
Review the information carefully. Make
sure the “routing transit number” (RTN) of
your financial institution contains 9 digits.
Your return will be rejected if there are
fewer than 9 digits.

Once an electronic return has been ac-
cepted by IRS, you cannot cancel the di-
rect deposit election nor can you change
your RTN or bank account number.

Offset against debts. As with a paper
return, you will not get all of your refund if
you owe federal tax, a student loan, child
support, or other debts to federal agencies.
Instead, part or all of your refund will be
used to pay the debt.

Federal/State electronic filing. In most
states, you can file an electronic state re-
turn simultaneously with your federal
return.

For more information, check with your
local IRS office, state tax agency, or tax
preparer.

Form 8453. Your preparer will ask you to
sign Form 8453, U.S. Individual Income
Tax Declaration for Electronic Filing. Both
spouses must sign if a joint return is being
filed. Your preparer will file the form with
the IRS. Your signature on the form:

¢ Certifies that the information on Form
8453 is correct and corresponds to the
information on your return,

e Authorizes your preparer to file your re-
turn electronically,

e Authorizes the IRS to tell your preparer it
has received your return, whether it has
accepted or rejected your return for
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processing, and the reason for rejection,
if applicable, and

e Authorizes the IRS, if you elect direct
deposit, to deposit your refund directly
into your checking or savings account.

Your preparer will give you the required
preparer-signed copy of your return, in-
cluding a copy of the completed Form
8453. This material is for your records. Do
not mail this copy to the IRS; if you do, your
refund may be delayed.

Refund inquiries. The IRS will notify your
preparer of the date your electronic return
was accepted for processing. If you do not
receive your refund within 3 weeks after
the return was accepted by IRS, you can
call Tele-Tax Automated Refund Informa-
tion. The Tele-Tax number for your area is
listed in your tax forms package. Before
you call Tele-Tax, please have the follow-
ing information from your return available:

1) The first social security number shown
on the return,

2) Your filing status, and
3) The exact amount of your refund.

If the Tele-Tax recording tells you the
date your refund was issued, you should
receive the refund within a week of that
date. If you do not receive the refund by the
end of that week, contact your IRS office.
See the telephone numbers listed under
Call the IRS With Your Tax Question in
your tax forms package.

If Tele-Tax has no information on your
return, contact your preparer for the date
IRS accepted your return. If your return
was accepted more than 3 weeks ago,
contact your local IRS office. Explain that
you filed your return electronically and that
Tele-Tax has no information on it. Also,
provide the first social security number
shown on your return and the date the IRS
accepted your return.

On-LineFiling

If you have a computer, a modem, and the
necessary software, you can file your own
return electronically from home. To do this,



you must use an IRS-accepted on-line ser-
vice company or transmitter. Contact one if
you want more information about this way
of filing. They will charge you a small fee if
you use their services to file this way.

You may also be able to use your com-
puter and modem to download and print
tax forms, instructions, and publications.
See How To Get Forms, Publications, and
Other Information in the back of this publi-
cation for details.

TeleFile, the File-By-
Phone System

If you receive a TeleFile tax package, you
may be able to file your Form 1040EZ infor-
mation over the phone. Your filing status
must be single or married filing jointly with
no dependents, you must have a touch-
tone phone, and you must meet the other
requirements explained in the TeleFile
package.

To use TeleFile, you must first fill in
lines A, B, C,and D (and lines E, F, and G if
you elect direct deposit of your refund), on
the TeleFile Worksheet. Then call the
number listed in the TeleFile tax package.
Use your touch-tone phone to enter the in-
formation requested. TeleFile will then fig-
ure your tax and will tell you the amount of
your refund or the amount you owe. Before
you hang up, the system will give you a
confirmation number that assures you your
return has been accepted and filed. You
will not have to mail any forms to the IRS.

The call takes about 10 minutes. If you
are due a refund, you should get it within 3
weeks.

You can use TeleFile only if you receive
the special TeleFile tax package in the mail
from the IRS. You cannot order it. If you are
eligible to use TeleFile, IRS sends you the
package automatically.

Computerized Returns
Almost anyone who files a tax return (Form
1040, 1040A, or 1040EZ) can now file a
1040PC return instead. You prepare a
1040PC return on a personal computer.

The computer prints the return in a
three-column “answer sheet” format. It
prints line numbers and dollar amounts
(and/or supporting explanations if neces-
sary) only for lines on which you made an
entry. Supporting tax forms and schedules
are also printed in this format. As a result,
an 11-page conventional return requiring
forms and schedules can be printed as a
two-page 1040PC return. For your records,
the computer will also print out a legend
paper with line item descriptions.

If you need to list more items than fit on
a regular tax return (nine dependents, for
example), you can list them all on the
1040PC and print them in order, without
the need for attaching an additional
statement.

If you file a 1040PC return and are get-
ting a refund, you can have the refund de-
posited directly to your checking or savings
account.

Tax preparation software that includes
the 1040PC print option is checked and ac-
cepted by the IRS and has the 1040PC
logo. It can be processed faster and more
accurately than the regular tax return.
Software packages are available at many
computer software stores. They are not
available from the IRS. For more informa-
tion, call the Tele-Tax number for your area
listed in your tax forms package.

What Happens
After | File?

After you send your return to IRS, you may
have some questions. This section dis-
cusses some concerns that you may have
about recordkeeping, your refund, and
what to do if you move.

What Records
Should | Keep?

You must keep records so that you can
prepare a complete and accurate income
tax return. The law does not require any
special form of records. However, you
should keep all receipts, canceled checks
or other proof of payment, and documenta-
tion to support any deductions or credits
you claim.

If you file a claim for refund, you must
be able to prove by your records that you
have overpaid your tax.

How long to keep records. You must
keep your records for as long as they are
important for the federal tax law.

Keep records that support an item of in-
come or a deduction appearing on a return
until the period of limitations for the return
runs out. (A period of limitations is the lim-
ited period of time after which no legal ac-
tion can be brought.) For assessment or
collection of tax you owe, this is 3 years
from the date you filed the return. For filing
a claim for credit or refund, this is 3 years
from the date you filed the original return,
or 2 years from the date you paid the tax,
whichever is later. Returns filed before the
due date are treated as filed on the due
date.

If you did not report income that you
should have reported on your return, and it
is more than 25% of the income shown on
the return, the period of limitations does
not run out until 6 years after you filed the
return. If a return is false or fraudulent with
intent to evade tax, or if no return is filed,
an action can generally be brought at any
time.

You may need to keep records relating
to the basis of property longer than the pe-
riod of limitations. Keep those records as
long as they are important in figuring the
basis of the original or replacement prop-
erty. Generally, this means for as long as
you own the property and, after you dis-
pose of it, for the period of limitations that

Chapter1 FILING INFORMATION

applies to you. See Chapter 14 for informa-
tion on basis.

Copies of returns. You should keep cop-
ies of tax returns you have filed and the tax
forms package as part of your records.
They may be helpful in amending filed re-
turns or preparing future ones.

If you need a copy of a prior year tax re-
turn, you can obtain it from the IRS. Use
Form 4506. There is a charge for a copy of
a return, which must be paid with Form
4506.

Transcript. You can also use Form
4506 to request a transcript of your return
filed this year or during the 2 preceding
years. It will show most lines from your
original return, including accompanying
forms and schedules.

Tax account information. If you need
a statement of your tax account showing
any later changes that you or the IRS made
to the original return, you will need to re-
quest tax account information.

Do not use Form 4506 for tax account
information. Instead, contact your local
IRS office. You should have your name, so-
cial security number or employer identifica-
tion number (if applicable), tax period, and
form number available. You will receive the
following information:

e Type of return filed

¢ Filing status

¢ Federal income tax withheld

e Tax shown on return

e Adjusted gross income

e Taxable income

e Self-employment tax

e Number of exemptions

¢ Amount of refund

¢ Amount of earned income credit

¢ Whether you claimed a mortgage inter-
est deduction or real estate tax
deduction.

For more information on recordkeep-
ing, get Publication 552, Recordkeeping
for Individuals.

Interest on Refunds

If you are due a refund, you may also be
entitled to receive interest on your over-
payment. The interest rates are adjusted
quarterly.

If the refund is made within 45 days af-
ter the due date of your return, no interest
will be paid. If you file your return after the
due date (including extensions), no interest
will be paid if the refund is made within 45
days after the date you filed. If the refund is
not made within this 45—day period, inter-
est will be paid from the due date of the re-
turn or from the date you filed, whichever is
later.

Accepting a refund check does not
change your right to claim an additional re-
fund and interest. File your claim within the
applicable period of time. See Amended
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Returns and Claims for Refund, later. If you
do not accept a refund check, no more in-
terest will be paid on the amount of the
overpayment included in the check.

Interest on erroneous refund. All or part
of any interest you were charged on an er-
roneous refund generally will be forgiven.
Any interest charged for the period before
demand for repayment was made will be
forgiven unless:

1) You, or a person related to you,
caused the erroneous refund in any
way, or

2) The refund is more than $50,000.

For example, if you claimed a refund of
$100 on your return, but the IRS made an
error and sent you $1,000, you would not
be charged interest for the time you held
the $900 difference. You must, however,
repay the $900 when requested by the
IRS.

Offset Against Debts

If you are due a refund but have not paid
certain obligations, all or part of your over-
payment of tax may be used to pay all or
part of the past-due amount. This includes
past-due income tax, other federal debts
(such as student loans), and child and
spousal support payments. The IRS will
notify you if the refund you claimed has
been offset against your debts.

Joint return and injured spouse. When
ajoint return is filed and only one spouse is
obligated to pay past-due child and
spousal support or a federal debt, the
spouse who is not obligated for the debt
can be considered an injured spouse. An
injured spouse can obtain a refund for his
or her share of the overpayment that would
otherwise be used to pay the past-due
amount.

To be considered an injured spouse,
you must:

1) File ajointreturn,

2) Have received income (such as
wages, interest, etc.),

3) Have made tax payments (such as
federal income tax withheld from
wages or estimated tax payments),

4) Report the income and tax payments
on the joint return, and

5) Have an overpayment, all or part of
which may be applied against the
past-due amount.

If you are an injured spouse, you can
obtain your portion of the joint refund by
completing Form 8379, Injured Spouse
Claim and Allocation. Follow the instruc-
tions on the form.

Change of Address

If you move, always notify in writing the In-
ternal Revenue Service Center where you
filed your last return, or the Chief, Taxpayer
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Service Division, in your local IRS district
office. You can use Form 8822, Change of
Address, to notify us of your new address.
If you move after filing your return and you
are expecting a refund, also notify the post
office servicing your old address. This will
help to forward your check to your new ad-
dress (unless you chose direct deposit of
your refund).

Be sure to include your social security
number (and the name and social security
number of your spouse, if you filed a joint
return) in any correspondence with the
IRS.

Past-Due Refund

If you do not get your refund within 6 weeks
after filing your return, call Tele-Tax. For
details on how to use this telephone ser-
vice, see What Is Tele-Tax? in your tax
forms package. Please wait 6 weeks after
filing your 1996 tax return before using this
service. However, see Electronic Filing,
earlier, for information about refund inquir-
ies when you file an electronic return.

What If | Made a
Mistake?

Errors may delay your refund or result in
notices being sent to you. If you discover
an error, you can file an amended return or
claim for refund.

Amended Returns and

Claims for Refund

You should correct your return if, after you
have filed it, you find that:

1) You did not report some income,

2) You claimed deductions or credits you
should not have claimed,

3) You did not claim deductions or cred-
its you could have claimed, or

4) You should have claimed a different
filing status. (You cannot change your
filing status from married filing jointly
to married filing separately after the
due date of the original return. How-
ever, an executor may be able to
make this change for a deceased
spouse.)

If you need a copy of your return, see Cop-
ies of returns under What Records Should |
Keep?, earlier in this chapter.

Form 1040X. Use Form 1040X, Amended
U.S. Individual Income Tax Return, to cor-
rect the Form 1040, Form 1040A, or Form
1040EZ you have already filed.
Completing Form 1040X. On Form
1040X, write your income, deductions, and
credits as you originally reported them on
your return, the changes you are making,
and the corrected amounts. Then figure
the tax on the corrected amount of taxable
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income and the amount you owe or your
refund.

If you owe tax, pay the full amount with
Form 1040X. The tax owed will not be sub-
tracted from any amount you had credited
to your estimated tax.

If you overpaid tax, you can have all or
part of the overpayment refunded to you,
or you can apply all or part of it to your
1996 estimated tax. If you choose to get a
refund, it will be sent separately from any
refund shown on your original return.

Filing Form 1040X. After you finish
your Form 1040X, check it to be sure that it
is complete. Do not forget to show the year
of your original return and explain all
changes you made. Be sure to attach any
forms or schedules needed to explain your
changes. Mail your Form 1040X to the In-
ternal Revenue Service Center serving the
area where you now live (as shown in the
instructions to the form).

File a separate form for each tax year
involved.

Time for filing a claim for refund. Gener-
ally, you must file your claim for a credit or
refund within 3 years from the date your
original return was filed or within 2 years
from the date the tax was paid, whichever
is later. Returns filed before the due date
(without regard to extensions) are consid-
ered to have been filed on the due date
(even if the due date was a Saturday, Sun-
day, or legal holiday).

If the last day for claiming a credit or re-
fund is a Saturday, Sunday, or legal holi-
day, the claim is considered timely if it is
filed on the next business day.

If you do not file a claim within this pe-
riod, you may not be entitled to a credit or a
refund.

Note. If you did not file an original re-
turn when it was due, you generally can
claim a refund by filing your return within 3
years from the time the tax was paid. See
Tax paidin the discussion that follows.

Limit on amount of refund. If you file
your claim within 3 years after the date you
filed your return, the credit or refund can-
not be more than the part of the tax paid
within the 3-year (plus any extension of
time for filing your return) period immedi-
ately before you filed the claim.

Tax paid. Payments made before the
due date (without regard to extensions) of
the original return are considered paid on
the due date. Examples include federal in-
come tax withheld from wages and esti-
mated income tax.

Example 1. You made estimated tax
payments of $500 and got an automatic
extension of time to August 15, 1993, to file
your 1992 income tax return. When you
filed your return on that date, you paid an
additional $200 tax. On August 15, 1996,
you filed an amended return and claimed a
refund of $700. Because you filed your



claim within 3 years after you filed your re-
turn, you can get a refund of up to $700,
the tax paid within the 3 years plus the 4—
month extension period immediately
before you filed the claim.

Example 2. The situation is the same
as in Example 1, except you filed your re-
turn on October 31, 1993, 2¥> months after
the extension period ended. You paid an
additional $200 on that date. On October
26, 1996, you filed an amended return and
claimed a refund of $700. Although you
filed your claim within 3 years from the date
you filed your original return, the refund
was limited to $200, the tax paid within the
3 years plus the 4-month extension period
immediately before you filed the claim. The
estimated tax of $500 paid before that pe-
riod cannot be refunded or credited.

If you file a claim more than 3 years
after you file your return, the credit or re-
fund cannot be more than the tax you paid
within the 2 years immediately before you
file the claim.

Example. You filed your 1992 tax re-
turn on April 15, 1993. You paid taxes of
$500. On November 4, 1994, after an ex-
amination of your 1992 return, you had to
pay an additional tax of $200. On May 3,
1996, you file a claim for a refund of $300.
However, because you filed your claim
more than 3 years after you filed your re-
turn, your refund will be limited to the $200
you paid during the 2 years immediately
before you filed your claim.

Exceptions for special types of refunds.
If you file a claim for one of the items listed
below, the dates and limits discussed ear-
lier (under Time for filing a claim for refund
and Limit on amount of refund) may not ap-
ply. These items, and where to get more in-
formation, are:

e Abad debt (see Nonbusiness Bad
Debts in Chapter 15).

e A worthless security (see Worthless se-
curities in Chapter 15).

¢ Foreign tax paid or accrued (see Publi-
cation 514, Foreign Tax Credit for
Individuals).

¢ Net operating loss carryback (see Publi-
cation 536, Net Operating Losses).

e Carryback of certain business tax cred-
its (see Publication 334, Tax Guide for
Small Business).

e A claim based on an agreement with the
Service extending the period for assess-
ment of tax.

* Aninjured spouse claim (see Offset
Against Debts, earlier).

Processing claims for refund. Claims
are usually processed shortly after they are
filed. Your claim may be accepted as filed
or may be subject to examination. If a claim
is examined, the procedures are the same
as in the examination of a tax return.

Taking your claim to court. You can sue
for a refund in court, but first you must file a
timely claim with the IRS. If the IRS does
not act on your claim within 6 months after
you file it, you can then take your claim to
court.

Fast method. The IRS provides a fast
method (no 6-month waiting period) to
move your claim to court if:

You are filing a claim for a credit or re-
fund based solely on contested in-
come tax or on estate tax or gift tax
issues considered in your previ-
ously examined returns, and

You want to take your case to court in-
stead of appealing it within the IRS.

When you file your claim with the IRS,
you get the fast method by requesting in
writing that your claim be immediately re-
jected. A notice of claim disallowance will
then be promptly sent to you. You have 2
years from the date of mailing of the notice
of disallowance to file a refund suit in the
United States District Court having jurisdic-
tion or in the United States Court of Fed-
eral Claims.

Interest on refund. If you receive a re-
fund because of your amended return, in-
terest will be paid on it from the due date of
your original return or the date you filed
your original return, whichever is later, to
the date you filed the amended return.
However, if the refund is not made within
45 days after you file the amended return,
interest will be paid up to the date the re-
fund is paid.

Reduced refund. Your refund may be re-
duced by an additional tax liability that has
been assessed against you.

Also, your refund may be reduced by
amounts you owe for past-due child sup-
port or debts to another federal agency.
The IRS will notify you if this happens. The
refund procedures discussed in this chap-
ter will not be available to you to get back
the reduction. However, if you are the
spouse of a person who owes past-due
amounts for these obligations and the re-
duced refund relates to an overpayment on
a joint return, you may be able to get a re-
fund of your share of the overpayment
before or after it is used to pay the past-
due amount. See Offset Against Debts,
earlier.

Effect on state tax liability. If your return
is changed for any reason, it may affect
your state income tax liability. This includes
changes made as a result of an examina-
tion of your return by the IRS. Contact your
state tax agency for more information.
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Penalties

The law provides penalties for failure to file
returns or pay taxes as required.

Civil Penalties

If you do not file your return and pay your
tax by the due date, you may have to pay a
penalty. You may also have to pay a pen-
alty if you substantially understate your tax,
file a frivolous return, or fail to supply your
social security number. If you provide
fraudulent information on your return, you
may have to pay a civil fraud penalty.

Filing late. If you do not file your return by
the due date (including extensions), you
may have to pay a failure-to-file penalty.
The penalty is based on the tax not paid by
the due date (without regard to exten-
sions). The penalty is usually 5% for each
month or part of a month that a return is
late, but not more than 25%.

Fraud. If your failure to file is due to
fraud, the penalty is 15% for each month or
part of a month that your return is late, up
to a maximum of 75%.

Return over 60 days late. If you file
your return more than 60 days after the due
date or extended due date, the minimum
penalty is the smaller of $100 or 100% of
the unpaid tax.

Exception. You will not have to pay
the penalty if you show that you failed to
file on time because of reasonable cause
and not because of willful neglect.

Paying tax late. You will have to pay a
failure-to-pay penalty of ¥. of 1% of your
unpaid taxes for each month, or part of a
month, after the due date that the tax is not
paid. This penalty does not apply during
the extension period available by filing
Form 4868, Application for Automatic Ex-
tension of Time To File U.S. Individual In-
come Tax Return, if you paid at least 90%
of your actual tax liability before the original
due date of your return through withholding
on wages, estimated tax payments, or a
payment sent in with Form 4868.

If a notice of intent to levy is issued, the
rate will increase to 1% at the start of the
first month beginning at least 10 days after
the day that the notice is issued. If a notice
and demand for immediate payment is is-
sued, the rate will increase to 1% at the
start of the first month beginning after the
day that the notice and demand is issued.

This penalty cannot be more than 25%
of your unpaid tax. You will not have to pay
the penalty if you can show that you had a
good reason for not paying your tax on
time. This failure-to-pay penalty is added to
interest charges on late payments.

Combined penalties. If both the failure-
to-file penalty and the failure-to-pay pen-
alty (discussed earlier) apply in any month,
the 5% (or 15%) failure-to-file penalty is re-
duced by the failure-to-pay penalty. How-
ever, if you file your return more than 60
days after the due date or extended due
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date, the minimum penalty is the smaller of
$100 or 100% of the unpaid tax.

Accuracy-related penalty. You may
have to pay an accuracy-related penalty if:

1) You underpay your tax because of ei-
ther “negligence” or “disregard” of
rules or regulations, or

2) You substantially understate your in-
come tax.

The penalty is equal to 20% of the
underpayment.

The penalty will not be figured on any
part of an underpayment on which a fraud
penalty (discussed later) is charged.

Negligence or disregard. The term
“negligence” includes a failure to make a
reasonable attempt to comply with the tax
law or to exercise ordinary and reasonable
care in preparing a return. Negligence also
includes failure to keep adequate books
and records. You will not have to pay a
negligence penalty if you have a reasona-
ble basis for a position you took.

The term “disregard” includes any
careless, reckless, or intentional disregard.

The penalty is based on the part of the
underpayment due to negligence or disre-
gard of rules or regulations, not on the en-
tire underpayment on the return.

Adequate disclosure. You can avoid
the penalty for disregard of rules or regula-
tions if you adequately disclose on your re-
turn a position that has at least a reasona-
ble basis. See Disclosure statement, later.

Substantial understatement of in-
come tax. You understate your tax if the
tax shown on your return is less than the
correct tax. The understatement is sub-
stantial if it is more than the larger of 10%
of the correct tax or $5,000. However, the
penalty is reduced to the extent that there
is:

1) Substantial authority, or

2) Adequate disclosure and a reasona-
ble basis.

Substantial authority. Whether there
is or was substantial authority for the tax
treatment of an item depends on the facts
and circumstances. Consideration will be
given to court opinions, Treasury regula-
tions, revenue rulings, revenue proce-
dures, and notices and announcements is-
sued by the IRS and published in the
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Internal Revenue Bulletin that involve the
same or similar circumstances as yours.

Disclosure statement. The under-
statement may also be reduced if you have
adequately disclosed the relevant facts
about your tax treatment of an item. To
make this disclosure, use Form 8275, Dis-
closure Statement. You must also have a
reasonable basis for treating the item the
way you did.

In cases of substantial understatement
only, items that meet the requirements of
Revenue Procedure 95-55 (or later update)
are considered adequately disclosed on
your return without filing Form 8275.

Use Form 8275-R, Regulation Disclo-
sure Statement, to disclose items or posi-
tions contrary to regulations.

Reasonable cause. You will not have
to pay a penalty if you show a good reason
(reasonable cause) for the way you treated
an item. You must also show that you ac-
ted in good faith.

Frivolous return. You may have to pay a
penalty of $500 if you file a frivolous return.
A frivolous return is one that does not in-
clude enough information to figure the cor-
rect tax or that contains information clearly
showing that the tax you reported is sub-
stantially incorrect.

You will have to pay the penalty if you
filed this kind of return because of a frivo-
lous position on your part or a desire to de-
lay or interfere with the administration of
federal income tax laws. This includes al-
tering or striking out the preprinted lan-
guage above the space provided for your
signature.

This penalty is added to any other pen-
alty provided by law.

The penalty must be paid in full upon
notice and demand from IRS even if you
protest the penalty.

Fraud. Ifthere is any underpayment of tax
on your return due to fraud, a penalty of
75% of the underpayment due to fraud will
be added to your tax.

Joint return. The fraud penalty on a
joint return does not apply to a spouse un-
less some part of the underpayment is due
to the fraud of that spouse.
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Failure to supply social security num-
ber. If you do not include your social se-
curity number (SSN) or the SSN of another
person where required on a return, state-
ment, or other document, you will be sub-
ject to a penalty of $50 for each failure.
You will also be subject to the penalty of
$50 if you do not give your SSN to another
person when it is required on a return,
statement, or other document.

For example, if you have a bank ac-
count that earns interest, you must give
your SSN to the bank. The number must be
shown on the Form 1099—INT or other
statement the bank sends you. If you do
not give the bank your SSN, you will be
subject to the $50 penalty. (You also may
be subject to “backup” withholding of in-
come tax. See Chapter 5.)

You will not have to pay the penalty if
you are able to show that the failure was
due to reasonable cause and not willful
neglect.

Failure to furnish tax shelter registra-
tion number. A person who sells (or oth-
erwise transfers) to you an interest in a tax
shelter must give you the tax shelter regis-
tration number or be subject to a $100 pen-
alty. If you claim any deduction, credit, or
other tax benefit because of the tax shel-
ter, you must attach Form 8271, Investor
Reporting of Tax Shelter Registration
Number, to your return to report this num-
ber. You will have to pay a penalty of $250
for each failure to report a tax shelter regis-
tration number on your return. The penalty
can be excused if you have a reasonable
cause for not reporting the number.

Criminal Penalties

You may be subject to criminal prosecution
(brought to trial) for actions such as:

1) Taxevasion,

2) Willful failure to file a return, supply in-
formation, or pay any tax due,

3) Fraud and false statements, or

4) Preparing and filing a fraudulent
return.



2.
Filing Status

Introduction

This chapter discusses which filing status
you should use. There are five filing sta-
tuses to choose from:

¢ Single

¢ Married Filing Jointly

¢ Married Filing Separately
¢ Head of Household

¢ Qualifying Widow(er) With Dependent
Child

If more than one filing status applies to
you, choose the one that will give you the
lowest tax.

Your filing status is an important factor
in determining whether you are required to
file (see Chapter 1), the amount of your
standard deduction (see Chapter 21), and
your correct amount of tax (see Chapter
31). Your filing status is also important in
determining whether you can take other
deductions and credits.

If you file Form 1040 or Form 1040A, in-
dicate your filing status by checking the ap-
propriate box on lines 1 through 5.

There are different tax rates for differ-
ent filing statuses. To determine your cor-
rect amount of tax, use the column in the
Tax Table or Tax Rate Schedule in your
forms package that applies to your filing
status.

Useful Iltems
You may want to see:

Publication

0501 Exemptions, Standard
Deduction, and Filing
Information

0519 U.S. Tax Guide for Aliens
0555 Community Property

Marital Status

In general, your filing status depends on
whether you are considered unmarried or
married.

Unmarried persons. You are considered
unmarried for the whole year if, on the last
day of your tax year, you are unmarried or
separated from your spouse by a divorce
or a separate maintenance decree.
Divorced persons. State law governs
whether you are married, divorced, or le-
gally separated under a decree of separate
maintenance. If you are divorced under a
final decree by the last day of the year, you
are considered unmarried for the whole

year. If you obtain a divorce in one year for
the sole purpose of filing tax returns as un-
married individuals, and at the time of di-
vorce you intended to and did remarry
each other in the next tax year, you and
your spouse must file as married

individuals.

Annulled marriages. If you obtain a
court decree of annulment, which holds
that no valid marriage ever existed, and
you do not remarry, you are considered un-
married for that tax year. You must also file
amended returns (Form 1040X, Amended
U.S. Individual Income Tax Return) claim-
ing single or head of household status for
all tax years affected by the annulment that
are not closed by the statute of limitations
for filing a tax return. The statute of limita-
tions generally does not expire until 3 years
after your original return was filed.

Head of household or qualifying wid-
ow(er) with dependent child. If you are
considered unmarried, you may be able to
file as a head of household or as a qualify-
ing widow(er) with a dependent child. See
Head of Household and Qualifying Wid-
ow(er) With Dependent Child to see if you
qualify.

Married persons. You and your spouse
may be able to file a joint return, or you may
file separate returns. You are considered
married for the whole year if on the last day
of your tax year you are either:

1) Married and living together as hus-
band and wife,

2) Living togetherina common law
marriage that is recognized in the
state where you now live or in the
state where the common law marriage
began,

Married and living apart, but not legally

separated under a decree of divorce
or separate maintenance, or

Separated under an interlocutory (not
final) decree of divorce. For purposes
of filing a joint return you are not con-
sidered divorced.
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Spouse died during the year. If your
spouse died during the year, you are con-
sidered married for the whole year for filing
status purposes.

If you did not remarry before the end of
the tax year, you may file a joint return for
yourself and your deceased spouse. For
the next 2 years, you may be entitled to the
special benefits described later under
Qualifying Widow(er) With Dependent
Child.

If you remarried before the end of the
tax year, you may file a joint return with
your new spouse. Your deceased spouse’s
filing status is married filing separately for
that year.

Married persons living apart. If you
live apart from your spouse and meet cer-
tain tests, you may be considered unmar-
ried. Therefore, you may file as head of
household even though you are not di-
vorced or legally separated. If you qualify

to file as head of household instead of as
married filing separately, your standard de-
duction will be higher. Also, your tax may
be lower, and you may be able to claim the
earned income credit. See Head of House-
hold, later.

Single

Your filing status is singleif you are unmar-
ried or separated from your spouse by a di-
vorce or separate maintenance decree,
and you do not qualify for another filing
status.

Your filing status may be single if you
were widowed before January 1, 1996, and
did not remarry in 1996. However, you may
be able to use another filing status that will
give you a lower tax. See Head of House-
hold and Qualifying Widow(er) With De-
pendent Childto see if you qualify.

You may file Form 1040EZ (if you have
no dependents and are under 65 and not
blind), Form 1040A, or Form 1040. If you
file Form 1040A or Form 1040, show your
filing status as single by checking the box
on line 1. Use the Single column of the Tax
Table, or Schedule X of the Tax Rate
Schedules, to figure your tax.

Married Filing Jointly

You may choose married filing jointly as
your filing status if you are married and
both you and your spouse agree to file a
joint return. On a joint return, you report
your combined income and deduct your
combined allowable expenses.

If you and your spouse decide to file a
joint return, your tax may be lower than
your combined tax for the other filing sta-
tuses. Also, your standard deduction (if you
do not itemize deductions) may be higher,
and you may qualify for tax benefits that do
not apply to other filing statuses. You may
file a joint return even if one of you had no
income or deductions. If you and your
spouse each have income, you may want
to figure your tax both on a joint return and
on separate returns (using the filing status
of married filing separately). Choose the
method that gives you the lower tax.

If you file as married filing jointly, you
may use Form 1040EZ (if you have no de-
pendents and are under 65 and not blind),
Form 1040A, or Form 1040. If you file Form
1040A or Form 1040, show this filing status
by checking the box on line 2. Use the Mar-
ried filing jointly column of the Tax Table, or
Schedule Y-1 of the Tax Rate Schedules,
to figure your tax.

Spouse died during the year. If your
spouse died during the year, you are con-
sidered married for the whole year and
may choose married filing jointly as your fil-
ing status.

Divorced persons. If you are divorced
under a final decree by the last day of the
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year, you are considered unmarried for the
whole year and may not choose married fil-
ing jointly as your filing status.

Filing a Joint Return

Both you and your spouse must include all
of your income, exemptions, and deduc-
tions on your joint return.

Accounting period. Both of you must use
the same accounting period, but you may
use different accounting methods. See Ac-
counting Periods and Accounting Methods
in Chapter 1.

Joint responsibility. Both of you may be
held responsible, jointly and individually,
for the tax and any interest or penalty due
on your joint return. One spouse may be
held responsible for all the tax due even if
all the income was earned by the other
spouse.

Innocent spouse exception. Under
certain circumstances, you may not have
to pay the tax, interest, and penalties on a
joint return. You must establish that you did
not know, and had no reason to know, that
there was a substantial understatement of
tax that resulted because your spouse:

1) Omitted a gross income item, or

2) Claimed a deduction, credit, or prop-
erty basis in an amount for which there
is no basis in fact or law.

The facts and circumstances must also in-
dicate that it is unfair for you to pay the tax
due. One consideration is whether you sig-
nificantly benefited from the substantial
understatement of tax. Normal support re-
ceived from your spouse is not a significant
benefit. Another consideration may be
whether you were later divorced or de-
serted by your spouse.

This exception applies only if your
spouse’s action resulted in an understate-
ment of tax of more than $500. In addition,
if the tax understatement resulted from
claiming a deduction, credit, or basis, the
exception applies only if the additional tax,
interest, and penalties are more than:

1) 10% of your adjusted gross income
(AGI) for the preadjustment year, if
your AGI was $20,000 or less, or

2) 25% of your AGI for the preadjust-
ment year, if your AGl was more than
$20,000.

Your preadjustment year is your most re-
cent tax year ending before a deficiency
notice was mailed. If you were married to a
different person at the end of the
preadjustment year, your AGI includes
your new spouse’s income, whether or not
you filed a joint return for that year.

For purposes of this exception, com-
munity property rules do not apply to items
of gross income (other than gross income
from property).

Divorced taxpayer. You may be held
jointly and individually responsible for any
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tax, interest, and penalties due on a joint
return filed before your divorce. This re-
sponsibility applies even if your divorce de-
cree states that your former spouse will be
responsible for any amounts due on previ-
ously filed joint returns.

Signing a joint return. For a return to be
considered a joint return, both husband
and wife must generally sign the return. If
your spouse died before signing the return,
see Signing the returnin Chapter 4.

Spouse away from home. |If your
spouse is away from home, you should
prepare the return, sign it, and send it to
your spouse to sign so that it can be filed
on time.

Injury or disease prevents signing. If
your spouse cannot sign because of dis-
ease or injury and tells you to sign, you may
sign your spouse’s name in the proper
space on the return followed by the words
“By (your name), Husband (or Wife).” Be
sure to also sign in the space provided for
your signature. Attach a dated statement,
signed by you, to the return. The statement
should include the form number of the re-
turn you are filing, the tax year, the reason
your spouse cannot sign, and that your
spouse has agreed to your signing for him
or her.

Signing as guardian of spouse. Ifyou
are the guardian of your spouse who is
mentally incompetent, you may sign the re-
turn for your spouse as guardian.

Spouse in combat zone. |If your
spouse is unable to sign the return be-
cause he or she is serving in a combat
zone, such as the Persian Gulf Area or a
qualified hazardous duty area (Bosnia and
Herzegovina, Croatia, or Macedonia), and
you do not have a power of attorney or
other statement, you may sign for your
spouse. Attach a signed statement to your
return that explains that your spouse is
serving in a combat zone. For more infor-
mation on special tax rules for persons
who are serving in a combat zone, get Pub-
lication 3, Armed Forces Tax Guide.

Other reasons spouse cannot sign.
If your spouse cannot sign the joint return
for any other reason, you may sign for your
spouse only if you are given a valid power
of attorney (a legal document giving you
permission to act for your spouse). Attach
the power of attorney to your tax return.
You may use Form 2848, Power of Attor-
ney and Declaration of Representative.

Nonresident alien or dual-status alien.

A joint return generally cannot be made if
either spouse is a nonresident alien at any
time during the tax year. However, if at the
end of the year one spouse was a nonresi-
dent alien or dual-status alien married to a
U.S. citizen or resident, both spouses may
choose to file a joint return. If you do file a
joint return, you and your spouse are both
treated as U.S. citizens or residents for the
entire tax year. For information on this
choice, see Chapter 1 of Publication 519.

Married Filing
Separately

You may choose married filing sepa-
rately as your filing status if you are mar-
ried. This method may benefit you if you
want to be responsible only for your own
tax or if this method results in less tax than
ajoint return. If you and your spouse do not
agree to file a joint return, you may have to
use this filing status.

If you live apart from your spouse and
meet certain tests, you may be consid-
ered unmarried and file as head of house-
hold. This is true even though you are not
divorced or legally separated. If you qualify
to file as head of household, instead of as
married filing separately, your tax may be
lower, you may be able to claim the earned
income credit, and your standard deduc-
tion will be higher. The head of household
filing status allows you to choose the stan-
dard deduction even if your spouse
chooses to itemize deductions. See Head
of Household, |ater, for more information.

Unless you are required to file sepa-
rately, you may want to figure your tax both
ways (on a joint return and on separate re-
turns). Do this to make sure you are using
the method that results in less combined
tax. However, you will generally pay more
combined tax on separate returns than you
would on a joint return because the tax rate
is higher for married persons filing
separately.

If you file a separate return, you gener-
ally report only your own income, exemp-
tions, credits, and deductions on your indi-
vidual return. You may claim an exemption
for your spouse if your spouse had no
gross income and was not a dependent of
another person. However, if your spouse
had any gross income, or was the depen-
dent of someone else, you may not claim
an exemption for him or her on your sepa-
rate return.

If you file as married filing separately,
you may use Form 1040A or Form 1040.
Select this filing status by checking the box
on line 3 of either form. You must also write
your spouse’s social security number and
full name in the spaces provided. Use the
Married filing separately column of the Tax
Table or Schedule Y-2 of the Tax Rate
Schedules, to figure your tax.

Separate Returns

Special rules apply if you file a separate
return.

Community property states. If you live
in Arizona, California, Idaho, Louisiana, Ne-
vada, New Mexico, Texas, Washington, or
Wisconsin and file separately, your income
may be considered separate income or
community income for income tax pur-
poses. See Publication 555.



If you file a separate return:

1) Your spouse should itemize deduc-
tions if you itemize deductions, be-
cause he or she cannot claim the
standard deduction.

2) You cannot take the credit for child
and dependent care expenses in most
instances.

3) You cannot take the earned income
credit.

4) You cannot exclude any interest in-
come from series EE U.S. Savings
Bonds that you used for higher educa-
tion expenses.

You cannot take the credit for the eld-
erly or the disabled unless you lived
apart from your spouse for the entire
year.

You may have to include in income
more of your social security benefits
(or equivalent railroad retirement ben-
efits) than you would on a joint return.

5

~

6

~

Individual retirement arrangements
(IRAs). You may not be able to deduct
contributions to your IRA if either you or
your spouse was covered by an employer
retirement plan, you and your spouse file
separate returns, and you lived together
during the year. See Deductible Contribu-
tions in Chapter 18.

Rental activity losses. |If your rental of
real estate is a passive activity, you may
generally offset a loss of up to $25,000
against your nonpassive income if you ac-
tively participate in the activity. However,
married persons filing separate returns
who lived together at any time during the
year may not claim this offset. Married per-
sons filing separate returns who lived apart
at all times during the year are each al-
lowed a $12,500 maximum offset for pas-
sive real estate activities. See Limits on
Rental Losses in Chapter 10.

Joint Return After

Separate Returns

You may change your filing status by filing
an amended return using Form 1040X,
Amended U.S. Individual Income Tax
Return.

If you or your spouse (or both of you)
files a separate return, you may change to
a joint return any time within 3 years from
the due date of the separate return or re-
turns. This does not include any exten-
sions. A separate return includes a return
filed by you or your spouse claiming mar-
ried filing separately, single, or head of
household filing status. For tax years be-
ginning on or before July 30, 1996, if the
amount paid on your separate returns is
less than the total tax shown on the joint
return, you must pay the additional tax due
on the joint return when you file it. For tax
years beginning after July 30, 1996, you do
not have to pay the additional tax as a con-
dition to filing the joint return.

Separate Returns After

Joint Return

Once you file a joint return, you cannot
choose to file separate returns for that year
after the due date of the return.

Exception. A personal representative for
a decedent may change from a joint return
elected by the surviving spouse to a sepa-
rate return for the decedent. The personal
representative has one year from the due
date of the return to make the change. See
Chapter 4 for more information on filing a
return for a decedent.

Head of Household

You may be able to file as head of house-
hold if you are unmarried or considered
unmarried on the last day of the year. In ad-
dition, you must have paid more than half
the cost of keeping up a home for you and
a qualifying person for more than half the
year.

If you qualify to file as head of
@ household, your tax rate usually
will be lower than the rates for sin-

gle or married filing separately. You will
also receive a higher standard deduction
than if you file as single or married filing
separately.

If you file as head of household, you
may use either Form 1040A or Form 1040.
Indicate your choice of this filing status by
checking the box on line 4 of either form.
Use the Head of a household column of
the Tax Table or Schedule Z of the Tax
Rate Schedules, to figure your tax.

Considered Unmarried

You are considered unmarried on the last
day of the tax year if you meet all of the fol-
lowing tests.

1) You file a separate return.

2) You paid more than half the cost of
keeping up your home for the tax year.

3) Your spouse did not live in your home
during the last 6 months of the tax
year. Your spouse is considered to live
with you if he or she is temporarily ab-
sent due to special circumstances.
See Temporary absences, later.

4) Your home was, for more than half the
year, the main home of your child,
stepchild, adopted child, or foster child
whom you can claim as a dependent.
(See Home of qualifying person, later.)
However, you can still meet this test if
you cannot claim your child as a de-
pendent only because:

=

a) You state in writing to the noncus-
todial parent that he or she may
claim an exemption for the child, or

b) The noncustodial parent provides at
least $600 support for the depen-
dent and claims an exemption for

the dependent under a pre-1985 di-
vorce or separation agreement.

The rules to claim an exemption for a
dependent are explained in Chapter 3.

Note. If you were considered married
for part of the year and lived in a commu-
nity property state (listed earlier under Sep-
arate Returns ), special rules may apply in
determining your income and expenses.
See Publication 555 for more information.

Nonresident alien spouse. You are con-
sidered unmarried for head of household
purposes if your spouse was a nonresident
alien at any time during the year and you do
not choose to treat your nonresident
spouse as a resident alien. Your spouse is
not considered your relative. You must
have another qualifying relative and meet
the other tests to be eligible to file as a
head of household. However, you are con-
sidered married if you have chosen to treat
your spouse as a resident alien.

Qualifying Person
Each of the following individuals is consid-
ered a qualifying person.

1) Your child, grandchild, stepchild, or
adopted child who is:

a) Single. This child does not have to
be your dependent. However, a fos-
ter child must be your dependent.
See Chapter 3 for more information
on dependents.

b

~

Married. This child must qualify as
your dependent. However, if your
married child’s other parent claims
him or her as a dependent under the
special rules for a Noncustodial par-
entdiscussed in Chapter 3 under
Support Test for Divorced or Sepa-
rated Parents, the child does not
have to be your dependent.

If the qualifying person is a child but not
your dependent, enter that child’s name in
the space provided on line 4 of Form 1040
or Form 1040A.

2) Any relative listed below whom you
claim as a dependent.

Parent Brother-in-law
Grandparent Sister-in-law
Brother Son-in-law
Sister Daughter-in-law
Stepbrother

Stepsister If related by blood:
Stepmother Uncle
Stepfather Aunt

Half brother Nephew

Half sister Niece
Mother-in-law

Father-in-law

You are related by blood to an uncle or
aunt if he or she is the brother or sister of
your mother or father.
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You are related by blood to a nephew
or niece if he or she is the child of your
brother or sister.

Note. A dependent can qualify only
one taxpayer to use the head of household
filing status for any tax year.

Dependents. If the person you support is
required to be your dependent, you do not
qualify as a head of household if you can
only claim the exemption under a multiple
support agreement. See Multiple Support
Agreementin Chapter 3.

Home of qualifying person. Generally,
the qualifying person must live with you for
more than half the year.

Special rule for parent. You may be
eligible to file as head of household even if
your dependent parent does not live with
you. You must pay more than half the cost
of keeping up a home that was the main
home for the entire year for your father or
mother. You are keeping up a main home
for your dependent father or mother if you
pay more than half the cost of keeping your
parent in a rest home or home for the
elderly.

Temporary absences. You are con-
sidered to occupy the same household de-
spite the temporary absence due to special
circumstances of either yourself or the
other person. Temporary absences due to
special circumstances include those due
to illness, education, business, vacation,
and military service. It must be reasonable
to assume that you or the other person will
return to the household after the temporary
absence, and you must continue to main-
tain a household in anticipation of the
return.

Death or birth. You may be eligible to
file as head of household if the individual
who qualifies you for this filing status is
born or dies during the year. You must
have provided more than half of the cost of
keeping up a home that was the individu-
al’'s main home for more than half the year,
or, if less, the period during which the indi-
vidual lived.

Example. You are unmarried. Your
mother lived in an apartment by herself.
She died on September 2. The cost of the
upkeep of her apartment for the year until
her death was $6,000. You paid $4,000
and your brother paid $2,000. Your brother
made no other payments toward your
mother’s support. Your mother had no in-
come. Since you paid more than half the
cost of keeping up the apartment for your
mother from January 1 until her death, and
she qualifies as your dependent, you may
file as a head of household.

Keeping Up aHome

You are keeping up a home only if you pay
more than half of the cost of its upkeep.
You may determine whether you paid more
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than half of the cost of keeping up a home
by using the Cost of Maintaining a House-
hold worksheet, shown later.

Costs you include. Include such costs as
rent, mortgage interest, taxes, insurance
on the home, repairs, utilities, and food
eaten in the home.

Costs you do notinclude. Do not include
the cost of clothing, education, medical
treatment, vacations, life insurance, trans-
portation, or the rental value of a home you
own. Also, do not include the value of your
services or those of a member of your
household.

State AFDC (Aid to Families with De-
pendent Children). State AFDC pay-
ments you use to keep up your home do
not count as amounts you paid. They are
amounts paid by others that you must ap-
ply against the total cost of keeping up your
home to figure if you paid more than half.

Cost of Maintaining a Household

Amount
You Total
Paid Cost
Property taxes $ $

Mortgage interest
expense

Rent

Utility charges
Upkeep and repairs
Property insurance

Food consumed
on the premises

Other household
expenses

Totals $ $
Minus total amount you

paid (
Amount others paid $

If you paid more than half the total cost, you
meet the requirement of maintaining a
household.

Qualifying Widow(er)
With Dependent Child

If your spouse died in 1996, you may use
married filing jointly as your filing status for
1996 if you would otherwise qualify. The
year of death is the last year for which you
can file jointly with your deceased spouse.
See Married Filing Jointly, earlier.

You may be eligible to use qualifying
widow(er) with dependent child as your

filing status for 2 years following the year of
death of your spouse. For example, if your
spouse died in 1995, and you have not re-
married, you may be able to use this filing
status for 1996 and 1997.

This filing status entitles you to use joint
return tax rates and the highest standard
deduction amount (if you do not itemize de-
ductions). This status does not entitle you
to file a joint return.

If you file as qualifying widow(er) with
dependent child, you may use either Form
1040A or Form 1040. Indicate your filing
status by checking the box on line 5 of ei-
ther form. Write the year your spouse died
in the space provided on line 5. Use the
Married filing jointly column of the Tax Ta-
ble or Schedule Y-1 of the Tax Rate
Schedules, to figure your tax.

Eligibility rules. You are eligible to file as
a qualifying widow(er) with dependent child
if you meet all of the following tests.

1) You were entitled to file a joint return
with your spouse for the year your
spouse died. (It does not matter
whether you actually filed a joint
return).

2) You did not remarry before the end of
the tax year.

3) You have a child, stepchild, adopted
child, or foster child who qualifies as
your dependent for the year.

4
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You paid more than half the cost of
keeping up a home that is the main
home for you and that child for the en-
tire year, except for temporary ab-
sences. See Temporary absences
and Keeping Up a Home, discussed
earlier under Head of Household.

Example. John Reed’s wife died in
1994. John has not remarried. He has con-
tinued during 1995 and 1996 to keep up a
home for himself and his dependent child.
For 1994 he was entitled to file a joint re-
turn for himself and his deceased wife. For
1995 and 1996 he may file as qualifying
widower with a dependent child. After 1996
he can file as head of household if he
qualifies.

Death or birth. You may be eligible to file
as a qualifying widow(er) with dependent
child if the dependent who qualifies you for
this filing status is born or dies during the
year. You must have provided more than
half of the cost of keeping up a home that
was the dependent’s main home during
the entire part of the year he or she was
alive.



3.

Personal
Exemptions and
Dependents

Important Changes
for 1996

Social security number for dependents.
You must provide the social security num-
ber of any person you claim as a depen-
dent regardless of the dependent’s age.
However, a social security number is not
required for 1996 for a child born during
December of 1996.

Taxpayer identification numbers for
aliens. If your dependent is a resident or
nonresident alien who does not have —
and is not eligible to get — a social security
number (SSN), file Form W-7 with the IRS
to apply for an individual taxpayer identifi-
cation number (ITIN). Enter this number on
your return wherever the dependent’s SSN
is requested. Use it for tax purposes only.

Exemption amount. The amount you can
deduct as an exemption has increased
from $2,500 in 1995 to $2,550 in 1996.

Exemption phaseout. You will lose all or
part of the benefit of your exemptions if
your adjusted gross income goes above a
certain level. In 1996, the income level
ranges from $88,475 (for married filing
separately) to $176,950 (for married filing
jointly) depending upon your filing status.
See Phaseout of Exemptions, later.

Introduction

This chapter discusses exemptions. The
following topics will be explained:

¢ Personal exemptions — You generally
can take one for yourself and, if you are
married, one for your spouse.

¢ Dependency exemptions — You must
meet five dependency tests for each de-
pendent you claim. If you are entitled to
claim an exemption for a dependent,
that dependent cannot claim a personal
exemption on his or her own tax return.

¢ Phaseout of exemptions — You get less
of a deduction when your taxable in-
come goes above a certain amount.

e Social security number (SSN) require-
ment for dependents.

Exemptions reduce your taxable in-
come. Generally, you can deduct $2,550
for each exemption you claim in 1996. How

you claim an exemption on your tax return
depends on which form you file.

If you file Form 1040EZ, the exemption
amount is combined with the standard de-
duction amount and entered on line 5.

If you file Form 1040A or Form 1040,
follow the instructions for the form. The to-
tal number of exemptions you can claim is
the total in the box on line 6d. Also com-
plete line 21 (Form 1040A) or line 36 (Form
1040) by multiplying the total number of ex-
emptions shown in the box on line 6d by
$2,550.

Note. If your adjusted gross income is
$88,475 or more, see Phaseout of Exemp-
tions, later.

Useful Items
You may want to see:

Form (and Instructions)
02120 Multiple Support Declaration

(18332 Release of Claim to Exemption
for Child of Divorced or
Separated Parents

Exemptions

There are two types of exemptions: per-
sonal exemptions and dependency ex-
emptions. While these are both worth the
same amount, different rules apply to each
type.

Personal Exemptions

You are generally allowed one exemption
for yourself and, if you are married, one ex-
emption for your spouse. These are called
personal exemptions.

Your Own Exemption

You may take one exemption for yourself
unless you can be claimed as a dependent
by another taxpayer.

Single persons. If another taxpayer is en-
titled to claim you as a dependent, you may
not take an exemption for yourself. This is
true even if the other taxpayer does not ac-
tually claim your exemption.

Married persons. If you file a joint return,
you may take your own exemption. If you
file a separate return, you may take your
own exemption only if another taxpayer is
not entitled to claim you as a dependent.

Your Spouse’s Exemption

Your spouse is never considered your de-
pendent. You may be able to take one ex-
emption for your spouse only because you
are married.

Joint return. If your spouse had any
gross income, as defined in Chapter 1,
you may claim his or her exemption only if
you file a joint return.
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Separate return. If you file a separate re-
turn, you can claim the exemption for your
spouse only if your spouse had no gross
income and was not the dependent of an-
other taxpayer. This is true even if the other
taxpayer does not actually claim your
spouse’s exemption. This is also true if
your spouse is a nonresident alien.

Death of spouse. If your spouse died dur-
ing the year, you can generally claim your
spouse’s exemption under the rules just
explained under Joint return and Separate
return.

If you remarried during the year, you
cannot take an exemption for your de-
ceased spouse.

If you are a surviving spouse without
gross income and you remarry, you may be
claimed as an exemption on both the final
separate return of your deceased spouse
and the separate return of your new
spouse whom you married in the same
year. If you file a joint return with your new
spouse, you may be claimed as an exemp-
tion only on that return.

Final decree of divorce or separate
maintenance during the year. If you ob-
tained a final decree of divorce or separate
maintenance by the end of the year, you
may not take your former spouse’s exemp-
tion. This rule applies even if you provided
all of your former spouse’s support.

Exemptions for

Dependents

You are allowed one exemption for each
person you can claim as a dependent. This
is called a dependency exemption.

A person is your dependent if all five of
the dependency tests, discussed later, are
met. You may take an exemption for your
dependent even if your dependent files a
return. But that dependent cannot claim his
or her own personal exemption if you are
entitled to do so. However, see Joint Re-
turn Test, later in this chapter.

Child born alive. If your child was born
alive during the year, and the dependency
tests are met, you may take the full exemp-
tion. This is true even if the child lived only
for a moment. Whether your child was born
alive depends on state or local law. There
must be proof of a live birth shown by an of-
ficial document, such as a birth certificate.
You may not claim an exemption for a still-
born child.

Death of dependent. If your dependent
died during the year and otherwise quali-
fied as your dependent, you can take his or
her exemption.

Example. Your dependent mother
died on January 15. You can take a full ex-
emption for her on your return.

Housekeepers, maids, or servants. If

these people work for you, you cannot
claim them as dependents.
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Dependency tests. The following five
tests must be met for you to claim a depen-
dency exemption for a person:

1) Member of Household or Relationship
Test

2) Citizenship Test
3) Joint Return Test
4) Gross Income Test

5) Support Test

Member of Household

or Relationship Test

To meet this test, a person must live with
you for the entire year as a member of your
household or be related to you. If at any
time during the year the person was your
spouse, you may not claim that person as a
dependent. See Personal Exemptions,
earlier.

Temporary absences. You are consid-
ered to occupy the same household de-
spite the temporary absence due to special
circumstances of either yourself or the
other person. Temporary absences due to
special circumstances include those due
to illness, education, business, vacation,
and military service.

If the person is placed in a nursing
home for an indefinite period of time to re-
ceive constant medical care, the absence
is considered temporary.

Death or birth. A person who died during
the year, but was a member of your house-
hold until death, will meet the member of
household test. The same is true for a child
who was born during the year and was a
member of your household for the rest of
the year. The test is also met if a child

would have been a member except for any
required hospital stay following birth.

Test not met. A person does not meet the
member of household test if at any time
during your tax year the relationship be-
tween you and that person violates local
law.

Relatives not living with you. A person
related to you in any of the following ways
does not have to live with you for the entire
year as a member of your household to
meet this test.

Your child, grandchild, great
grandchild, etc. (a legally adopted
child is considered your child)

Your stepchild

Your brother, sister, half brother, half
sister, stepbrother, or stepsister

Your parent, grandparent, or other di-
rect ancestor, but not foster parent

Your stepfather or stepmother

A brother or sister of your father or
mother
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A son or daughter of your brother or
sister

Your father-in-law, mother-in-law, son-
in-law, daughter-in-law, brother-in-
law, or sister-in-law

Any of these relationships that were estab-
lished by marriage are not ended by death
or divorce.

Adoption. Before legal adoption, a child
is considered to be your child if he or she
was placed with you for adoption by an au-
thorized agency. Also, the child must have
been a member of your household. If the
child was not placed with you by an author-
ized agency, the child will meet this test
only if he or she was a member of your
household for your entire tax year.

Foster individual. A foster child or adult
must live with you as a member of your
household for the entire year to qualify as
your dependent.

However, if a state, one of its political
subdivisions, or a tax-exempt child-placing
agency makes payments to you as a foster
parent, you may not take the child as your
dependent. Your expenses are incurred on
behalf of the agency that made payments
to you. Expenses you incur in excess of
nontaxable payments you receive are al-
lowed as charitable contributions. You may
deduct these contributions on Schedule A
(Form 1040) if you itemize deductions. If
you receive taxable payments, your ex-
penses may be deductible as business ex-
penses. See Foster-care providers under
Income Not Taxed in Chapter 13 and Fos-
ter parents in Chapter 26.

Cousin. Your cousin will meet this test
only if he or she lives with you as a member
of your household for the entire year. A
cousin is a descendant of a brother or sis-
ter of your father or mother and does not
qualify under the relationship test.

Joint return. If you file a joint return, you
do not need to show that a dependent is
related to both you and your spouse. You
also do not need to show that a dependent
is related to the spouse who provides
support.

For example, your spouse’s uncle who
receives more than half his support from
you may be your dependent, even though
he does not live with you. However, if you
and your spouse file separate returns,
your spouse’s uncle can be your depen-
dent only if he is a member of your house-
hold and lives with you for your entire tax
year.

Citizenship Test

To meet the citizenship test, a person must
be a U.S. citizen or resident, or a resident
of Canada or Mexico, for some part of the
calendar year in which your tax year
begins.
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Children’s place of residence. Children
usually are citizens or residents of the
country of their parents.

If you were a U.S. citizen when your
child was born, the child may be a U.S. citi-
zen although the other parent was a non-
resident alien and the child was born in a
foreign country. If so, and the other depen-
dency tests are met, the child is your de-
pendent and you may take the exemption.
It does not matter if the child lives abroad
with the nonresident alien parent.

If you are a U.S. citizen who has legally
adopted a child who is not a U.S. citizen or
resident, and the other dependency tests
are met, the child is your dependent and
you may take the exemption if your home is
the child’s main home and the child is a
member of your household for your entire
tax year.

Foreign students’ place of residence.

Foreign students brought to this country
under a qualified international education
exchange program and placed in American
homes for a temporary period generally
are not U.S. residents and do not meet the
citizenship test. They may not be claimed
as dependents. However, if you provided a
home for a foreign student, you may be
able to take a charitable contribution de-
duction. See Expenses Paid for Student
Living With Youin Chapter 26.

Joint Return Test

Even if the other dependency tests are
met, you are generally not allowed an ex-
emption for your dependent if he or she
files a joint return.

Example. You supported your daugh-
ter for the entire year while her husband
was in the Armed Forces. The couple files
a joint return. Even though all the other
tests are met, you may not take an exemp-
tion for your daughter.

Exception. The joint return test does not
apply if a joint return is filed by the depen-
dent and his or her spouse merely as a
claim for refund and no tax liability would
exist for either spouse on the basis of sep-
arate returns.

Example. Your son and his wife each
had less than $2,000 of wages and no
unearned income. Neither is required to file
a tax return. Taxes were taken out of their
pay, so they file a joint return to get a re-
fund. You are allowed exemptions for your
son and daughter-in-law if the other depen-
dency tests are met.

Gross Income Test

Generally, you may not take an exemption
for a dependent if that person had gross in-
come of $2,550 or more for the year. This
test does not apply if the person is your
child and is either under age 19, or a stu-
dent under age 24, as discussed later.
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If you file on a fiscal year basis, the
gross income test applies to the calendar
year in which your fiscal year begins.

Gross income defined. All income in the
form of money, property, and services that
is not exempt from tax is gross income.

In a manufacturing, merchandising, or
mining business, gross income is the total
net sales minus the cost of goods sold,
plus any miscellaneous income from the
business.

Gross receipts from rental property are
gross income. Do not deduct taxes, re-
pairs, etc., to determine the gross income
from rental property.

Gross income includes a partner’s
share of the gross, not a share of the net,
partnership income.

Gross income also includes all unem-
ployment compensation and certain schol-
arship and fellowship grants. Scholarships
received by degree candidates that are
used for tuition, fees, supplies, books, and
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equipment required for particular courses
are not included in gross income. For more
information, see Chapter 13.

Tax-exempt income, such as certain
social security payments, is not included in
gross income.

For this gross income test, gross in-
come does not include income received by
a permanently and totally disabled individ-
ual at a sheltered workshop. The availabil-
ity of medical care must be the main rea-
son the individual is at the workshop. Also,
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the income must come solely from activi-
ties at the workshop that are incident to
this medical care. A sheltered workshop is
a school operated by certain tax-exempt
organizations, or by a state, a U.S. posses-
sion, a political subdivision of a state or
possession, the United States, or the Dis-
trict of Columbia, that provides special in-
struction or training designed to alleviate
the disability of the individual.

Child defined. For purposes of the gross
income test, your child is your son, step-
son, daughter, stepdaughter, a legally
adopted child, or a child who was placed
with you by an authorized placement
agency for your legal adoption. A foster
child who was a member of your house-
hold for your entire tax year is also consid-
ered your child. See Foster individual,
earlier.

Child under 19. If your child is under 19 at
the end of the year, the gross income test
does not apply. Your child may have any
amount of income and still be your depen-
dent if the other dependency tests are met.

Example. Marie Grey, 18, earned
$2,700. Her father provided more than half
her support. He can claim her as a depen-
dent because the gross income test does
not apply and the other dependency tests
were met.

Student under age 24. If your child is a
student, the gross income test does not
apply if the child is under age 24 at the end
of the calendar year. The other depen-
dency tests must still be met.

Student defined. To qualify as a stu-
dent, your child must be, during some part
of each of 5 calendar months during the
calendar year (not necessarily
consecutive):

1) Afull-time student at a school that has
a regular teaching staff, course of
study, and regularly enrolled body of
students in attendance, or

2

~

A student taking a full-time, on-farm
training course given by a school de-
scribed in (1) above or a state, county,
or local government.

Full-time student defined. A full-time
student is a person who is enrolled for the
number of hours or courses the school
considers to be full-time attendance.

School defined. The term “school” in-
cludes elementary schools, junior and se-
nior high schools, colleges, universities,
and technical, trade, and mechanical
schools. It does not include on-the-job
training courses, correspondence schools,
and night schools.

Example. James Clay, 22, attends col-
lege as a full-time student. During the sum-
mer, James earned $2,700. If the other de-
pendency tests are met, his parents can
take the exemption for James as a
dependent.
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Vocational high school students.
People who work on ““co-op” jobs in pri-
vate industry as a part of the school’s pre-
scribed course of classroom and practical
training are considered full-time students.

Night school. Your child is not a full-
time student while attending school only at
night. However, full-time attendance at a
school may include some attendance at
night as part of a full-time course of study.

Support Test
You must provide more than half of a per-
son’s total support during the calendar
year to meet the support test. You figure
whether you have provided more than half
by comparing the amount you contributed
to the person’s support with the entire
amount of support the person received
from all sources. This amount includes the
person’s own funds used for support. You
may not include in your contribution any
part of your child’s support that is paid for
by the child with the child’s own wages,
even if you pay the wages. See Total Sup-
port, later.

A person’s own funds are not support
unless they are actually spent for support.

Example. Your mother received
$2,400 in social security benefits and $300
in interest. She paid $2,000 for lodging and
$400 for recreation.

Even though your mother received a to-
tal of $2,700, she spent only $2,400 for her
own support. If you spent more than
$2,400 for her support and no other sup-
port was received, you have provided more
than half of her support.

Cost determines support. The total cost,
not the period of time you provide the sup-
port, determines whether you provide more
than half of the support.

Year support is provided. The year you
provide the support is the year you pay for
it, even if you do so with borrowed money
that you repay in a later year.

If you use a fiscal year to report your in-
come, you must provide more than half of
the dependent’s support for the calendar
year in which your fiscal year begins.

Armed Forces dependency allotments.
The part of the allotment contributed by
the government and the part taken out of
your military pay are both considered pro-
vided by you in figuring whether you pro-
vide more than half of the support. If your
allotment is used to support persons other
than those you name, you may take the ex-
emptions for them if they otherwise qualify
as dependents.

Example. You are in the Armed
Forces. You authorize an allotment for
your widowed mother that she uses to sup-
port herself and your sister. If the allotment
provides more than half of their support,
you may take an exemption for each of
them, even though you authorize the allot-
ment only for your mother.
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Tax-exempt military quarters al-
lowances. These allowances are treated
the same way as dependency allotments in
figuring support. The allotment of pay and
the tax-exempt basic allowance for
guarters are both considered as provided
by you for support.

Tax-exempt income. In figuring a per-
son’s total support, include tax-exempt in-
come, savings, and borrowed amounts
used to support that person. Tax-exempt
income includes certain social security
benefits, welfare benefits, nontaxable life
insurance proceeds, Armed Forces family
allotments, nontaxable pensions, and tax-
exempt interest.

Example 1. You provide $2,000 to-
ward your mother’s support during the
year. She has taxable income of $600,
nontaxable social security benefit pay-
ments of $1,800, and tax-exempt interest
of $200. She uses all these for her support.
You cannot claim your mother as a depen-
dent because the $2,000 you provide is not
more than half of her total support of
$4,600.

Example 2. Your daughter takes out a
student loan of $2,500 and uses it to pay
her college tuition. She is personally re-
sponsible for the loan. You provide $2,000
toward her total support. You may not
claim your daughter as a dependent be-
cause you provide less than half of her
support.

Social security benefit payments. If
a husband and wife each receive pay-
ments that are paid by one check made out
to both of them, half of the total paid is con-
sidered to be for the support of each
spouse, unless they can show otherwise.

If a child receives social security bene-
fits and uses them toward his or her own
support, the payments are considered as
provided by the child.

Support provided by the state
(AFDC, food stamps, housing, etc.).
Benefits provided by the state to a needy
person, such as AFDC (Aid to Families with
Dependent Children) generally are consid-
ered to be used for support. However, pay-
ments based on the needs of the recipient
will not be considered as used entirely for
that person’s support if it is shown that part
of the payments were not used for that
purpose.

Home for the aged. If you make a lump-
sum advance payment to a home for the
aged to take care of your relative for life
and the payment is based on that person’s
life expectancy, the amount of your sup-
port each year is the lump-sum payment di-
vided by the relative’s life expectancy.
Your support also includes any other
amounts that you provided during the year.

Total Support

To figure if you provided more than half of
the support of a person, you must first de-
termine the total support provided for that



person. Total support includes amounts
spent to provide food, lodging, clothing,
education, medical and dental care, recre-
ation, transportation, and similar
necessities.

Generally, the amount of an item of
support is the amount of the expense in-
curred in providing that item. Expenses
that are not directly related to any one
member of a household, such as the cost
of food for the household, must be divided
among the members of the household. For
lodging, the amount of support is the fair
rental value of the lodging.

Example. Your parents live with you,
your spouse, and your two children in a
house you own. The fair rental value of
your parents’ share of lodging is $2,000 a
year, which includes furnishings and utili-
ties. Your father receives a nontaxable
pension of $4,200, which he spends
equally between your mother and himself
for items of support such as clothing, trans-
portation, and recreation. Your total food
expense for the household is $6,000. Your
heat and utility bills amount to $1,200. Your
mother has hospital and medical expenses
of $600, which you pay during the year.
Figure your parents’ total support as
follows:

Support provided
Father Mother

Fair rental value of lodging ... $1,000 $1,000
Pension spent for their support

.............................. 2,100 2,100
Share of food (1/6 of $6,000) 1,000 1,000
Medical expenses ............ 600

Parents’ total support $4,100 $4,700

You must figure the dependency status
of each parent separately. You provide
$2,000 ($1,000 lodging, $1,000 food) of
your father’s total support of $4,100 — less
than half. You provide $2,600 to your
mother ($1,000 lodging, $1,000 food, $600
medical) — more than half of her total sup-
port of $4,700. You may claim your mother
as a dependent, but not your father. Heat
and utility costs are included in the fair
rental value of the lodging, so these are not
considered separately.

Lodging defined. Lodging is the fair
rental value of the room, apartment, or
house in which the person lives. It includes
a reasonable allowance for the use of fur-
niture and appliances, and for heat and
other utilities.

Fair rental value defined. This is the
amount you could reasonably expect to re-
ceive from a stranger for the same kind of
lodging. It is used in place of rent or taxes,
interest, depreciation, paint, insurance,
utilities, cost of furniture and appliances,
etc. In some cases, fair rental value may be
equal to the rent paid.

If you are considered to provide the to-
tal lodging, determine the fair rental value
of the room the person uses, or a share of
the fair rental value of the entire dwelling if

the person has use of your entire home. If
you do not provide the total lodging, the to-
tal fair rental value must be divided de-
pending on how much of the total lodging
you provide. If you provide only a part and
the person supplies the rest, the fair rental
value must be divided between both of you
according to the amount each provides.

Example. Your parents live rent free in
a house you own. It has a fair rental value
of $5,400 a year furnished, which includes
a fair rental value of $3,600 for the house
and $1,800 for the furniture. This does not
include heat and utilities. The house is
completely furnished with furniture belong-
ing to your parents. You pay $600 for their
utility bills. Utilities are not usually included
in rent for houses in the area where your
parents live. Therefore, you consider the
total fair rental value of the lodging to be
$6,000 ($3,600 fair rental value of the un-
furnished house, $1,800 allowance for fur-
nishings provided by your parents, and
$600 cost of utilities) of which you are con-
sidered to provide $4,200 ($3,600 +
$600).

Person living in his or her own home.
The total fair rental value of a person’s
home that he or she owns is considered
support contributed by that person.

If you help to keep up the home by pay-
ing interest on the mortgage, real estate
taxes, fire insurance premiums, ordinary
repairs, or other items directly related to
the home, or give someone cash to pay
those expenses, reduce the total fair rental
value of the home by those amounts in fig-
uring that person’s own contribution.

Example. You provide $6,000 cash for
your father’s support during the year. He
lives in his own home, which has a fair
rental value of $6,600 a year. He uses
$800 of the money you give him to pay his
real estate taxes. Your father’s contribu-
tion for his own lodging is $5,800 ($6,600
— $800 for taxes).

Living with someone rent free. If you
live with a person rent free in his or her
home, you must reduce the amount you
provide for support by the fair rental value
of lodging he or she provides you.

Property. Property provided as support is
measured by its fair market value. Fair mar-
ket value is the price that property would
sell for on the open market. It is the price
that would be agreed upon between a will-
ing buyer and a willing seller, with neither
being required to act, and both having rea-
sonable knowledge of the relevant facts.

Capital expenses. Capital items, such
as furniture, appliances, and cars, that are
bought for a person during the year may be
included in total support under certain
circumstances.

The following examples show when a
capital item is or is not support.

Example 1. You buy a $200 power
lawn mower for your 13-year-old child. The
child is given the duty of keeping the lawn

Chapter3 PERSONAL EXEMPTIONS AND DEPENDENTS

trimmed. Because a lawn mower is ordina-
rily an item you buy for personal and family
reasons that benefits all members of the
household, you cannot include the cost of
the lawn mower in the support of your
child.

Example 2. You buy a $150 television
set as a birthday present for your 12-year-
old child. The television set is placed in
your child’s bedroom. You include the cost
of the television set in the support of your
child.

Example 3. You pay $5,000 for a car
and register it in your name. You and your
17-year-old daughter use the car equally.
Because you own the car and do not give it
to your daughter but merely let her use it,
you cannot include the cost of the car in
your daughter’s total support. However,
you can include in your daughter’s support
your out-of-pocket expenses of operating
the car for her benefit.

Example 4. Your 17-year-old son, us-
ing personal funds, buys a car for $4,500.
You provide all the rest of your son’s sup-
port — $4,000. Since the car is bought and
owned by your son, the car’s fair market
value ($4,500) must be included in his sup-
port. The $4,000 support you provide is
less than half of his total support of $8,500.
You cannot claim your son as a
dependent.

Medical insurance premiums. Medical
insurance premiums you pay, including
premiums for supplementary Medicare
coverage, are included in the total support
you provide.

Medical insurance benefits. Medical
insurance benefits, including basic and
supplementary Medicare benefits, are not
part of support.

Tuition payments and allowances under
the GI Bill. Amounts veterans receive
under the Gl Bill for tuition payments and
allowances while they attend school are in-
cluded in total support.

Example. During the year, your son re-
ceives $2,200 from the government under
the GI Bill. He uses this amount for his edu-
cation. You provide the rest of his support
— $2,000. Because Gl benefits are in-
cluded in total support, your son is not your
dependent.

Other support items. Other items may be
considered as support depending on the
facts in each case. For example, if you pay
someone to provide child care or disabled
dependent care, you may include these
payments as support, even if you claim a
credit for them. For information on the
credit, see Chapter 33.

Do Not Include in Total Support

The following items are not included in to-
tal support:
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Table 3-1. Worksheet for Determining Support

Income
1) Did the person you supported receive any income, such as wages, interest, dividends, pensions, rents,
social security, or welfare? (If yes, complete lines 2, 3, 4, and 5) O Yes O No
2) Total income received $
3) Amount of income used for support $
4) Amount of income used for other purposes $
5) Amount of income saved $
(The total of lines 3, 4, and 5 should equal line 2)
Expenses for Entire Household (where the person you supported lived)
6) Lodging (Complete item a or b)
a) Rent paid $
b) If not rented, show fair rental value of home. If the person you supported owned the home, include this
amountin line 20. $
7) Food $
8) Utilities (heat, light, water, etc. not included in line 6a or 6b) $
9) Repairs (not included in line 6a or 6b) $
10) Other. Do not include expenses of maintaining home, such as mortgage interest, real estate taxes, and
insurance. $
11) Total household expenses (Add lines 6 through 10) $
12) Total number of persons who lived in household
Expenses for the Person You Supported
13) Each person’s part of household expenses (line 11 divided by line 12) $
14) Clothing $
15) Education $
16) Medical, dental $
17) Travel, recreation $
18) Other (specify)
$
19) Total cost of support for the year (Add lines 13 through 18) $
20) Amount the person provided for own support (line 3, plus line 6b if the person you supported
owned the home) $
21) Amount others provided for the person’s support. Include amounts provided by state, local, and other
welfare societies or agencies. Do not include any amounts included on line 2. $
22) Amount you provided for the person’s support (line 19 minus lines 20 and 21) $
23) 50% of line 19 $
If line 22 is more than line 23, you meet the support test for the person. If the person meets the other dependency tests, you may claim
an exemption for that person. If line 23 is more than line 22, you may still be able to claim an exemption for that person under a multiple
support agreement. See Multiple Support Agreementin this chapter.

1) Federal, state, and local income taxes
paid by persons from their own
income.

2) Social security and Medicare taxes
paid by persons from their own
income.

3) Life insurance premiums.
4) Funeral expenses.

5) Scholarships received by your child if
your child is a full-time student.

6) Survivors’ and Dependents’ Educa-
tional Assistance payments used for
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support of the child who receives
them.

Multiple Support
Agreement

Sometimes no one provides more than half
of the support of a person. Instead, two or
more persons, each of whom would be
able to take the exemption but for the sup-
port test, together provide more than half
of the person’s support.
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When this happens, you may agree that
any one of you who individually provides
more than 10% of the person’s support,
but only one, may claim an exemption for
that person. Each of the others must sign a
written statement agreeing not to claim the
exemption for that year. The statements
must be filed with the income tax return of
the person who claims the exemption.
Form 2120, Multiple Support Declaration,
is used for this purpose.

Example 1. You, your sister, and your
two brothers provide the entire support of



your mother for the year. You provide 45%,
your sister 35%, and your two brothers
each provide 10%. Either you or your sister
may claim an exemption for your mother.
The other must sign a Form 2120 or a writ-
ten statement agreeing not to take an ex-
emption for her. Because neither brother
provides more than 10% of the support,
neither can take the exemption. They do
not have to sign a Form 2120 or the written
statement.

Example 2. You and your brother each
provide 20% of your mother’s support for
the year. The remaining 60% of her sup-
port is provided equally by two persons
who are not related to her. She does not
live with them. Because more than half of
her support is provided by persons who
cannot claim her as a dependent, no one
may take the exemption.

Example 3. Your father lives with you
and receives 25% of his support from so-
cial security, 40% from you, 24% from his
brother, and 11% from a friend. Either you
or your uncle may take the exemption for
your father. A Form 2120 or a written state-
ment from the one not claiming the exemp-
tion must be attached to the return of the
one who takes the exemption.

Support Test
for Divorced or

Separated Parents

The support test for a child of divorced or
separated parents is based on special
rules that apply only if:

1) The parents are divorced or legally
separated under a decree of divorce
or separate maintenance, or sepa-
rated under a written separation
agreement, or lived apart at all times
during the last 6 months of the calen-
daryear,

2

~

One or both parents provide more
than half of the child’s total support for
the calendar year, and

3

~

One or both parents have custody of
the child for more than half of the cal-
endar year.

“Child” is defined earlier under Gross
Income Test.

This discussion does not apply if the
support of the child is determined under a
multiple support agreement, discussed
earlier.

Custodial parent. The parent who has
custody of the child for the greater part of
the year (the custodial parent) is generally
treated as the parent who provides more
than half of the child’s support. It does not
matter whether the custodial parent actu-
ally provided more than half of the support.
The noncustodial parent is the parent who
has custody of the child for the shorter part
of the year or who does not have custody
atall.

Custody. Custody is usually deter-
mined by the terms of the most recent de-
cree of divorce or separate maintenance,
or a later custody decree. If there is no de-
cree, use the written separation agree-
ment. If neither a decree nor agreement
establishes custody, then the parent who
has the physical custody of the child for the
greater part of the year is considered to
have custody of the child. This also applies
if the validity of a decree or agreement
awarding custody is uncertain because of
legal proceedings pending on the last day
of the calendar year.

If the parents are divorced or separated
during the year and had joint custody of the
child before the separation, the parent who
has custody for the greater part of the rest
of the year is considered to have custody
of the child for the tax year.

Example 1. Under the terms of your di-
vorce, you have custody of your child for
10 months of the year. Your former spouse
has custody for the other 2 months. You
and your former spouse provide the child’s
total support. You are considered to have
provided more than half of the support of
the child. However, see Noncustodial par-
ent, later.

Example 2. You and your former
spouse provided your child’s total support
for 1996. You had custody of your child
under your 1992 divorce decree, but on
August 31, 1996, a new custody decree
granted custody to your former spouse.
Because you had custody for the greater
part of the year, you are considered to
have provided more than half of your
child’s support.

Noncustodial parent. The noncustodial
parent will be treated as providing more
than half of the child’s support if:

1) The custodial parent signs a written
declaration that he or she will not
claim the exemption for the child, and
the noncustodial parent attaches this
written declaration to his or her return,

2

~

A decree or agreement went into ef-
fect after 1984 and states the noncus-
todial parent can claim the child as a
dependent without regard to any con-
dition, such as payment of support, or

3

~

A decree or agreement executed
before 1985 provides that the noncus-
todial parent is entitled to the exemp-
tion, and he or she provides at least
$600 for the child’s support during the
year, unless the pre-1985 decree or
agreement is modified after 1984 to
specify that this provision will not

apply.

Example. Under the terms of your
1982 divorce decree, your former spouse
has custody of your child. The decree spe-
cifically states that you are entitled to the
exemption. You provide at least $600 in
child support during the calendar year. You
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are considered to have provided more than
half of the child’s support.

Written declaration. The custodial
parent should use Form 8332, Release of
Claim to Exemption for Child of Divorced or
Separated Parents, or a similar statement,
to make the written declaration to release
the exemption to the noncustodial parent.
The noncustodial parent must attach the
form or statement to his or her tax return.

The exemption may be released for a
single year, for a number of specified years
(for example, alternate years), or for all fu-
ture years, as specified in the declaration.
If the exemption is released for more than
one year, the original release must be at-
tached to the return of the noncustodial
parent for the first year of such release,
and a copy of the release must be attached
to the return for each succeeding taxable
year for which the noncustodial parent
claims the exemption.

Children who didn’t live with you.
You must attach Form 8332 or a similar
statement to your return. If your divorce de-
cree or separation agreement went into ef-
fect after 1984 and it unconditionally states
that you can claim the child as your depen-
dent, you may attach a copy of the follow-
ing pages from the decree or agreement
instead:

1) Cover page (write the other parent’s
social security number on this page),

2) The page that states you can claim
the child as your dependent, and

3) Signature page with the other parent’s
signature and the date of the
agreement.

Child support. All child support payments
actually received from the noncustodial
parent are considered used for the support
of the child.

Example. The noncustodial parent
provides $1,200 for the child’s support.
This amount is considered as support pro-
vided by the noncustodial parent even if
the $1,200 was actually spent on things
other than support.

Back child support. Even if you owed
child support for an earlier year, your pay-
ments are considered support for the year
paid, up to the amount of your required
child support for that year. If the support
payments are more than the amount re-
quired for this year, any payment for an
earlier year is not support provided by the
noncustodial parent for either the earlier
year or for this year. It is to repay the custo-
dial parent for amounts paid for the support
of the children in an earlier year.

Example. Under your divorce decree,
you must pay $400 a month to your former
spouse for the support of your two chil-
dren. Last year you paid $4,000 instead of
$4,800 ($400 x 12 months) due for the
year. This year, if you pay the full amount,
the entire $4,800 is considered support
that you provided. If you also pay any part
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Figure 3-B. Support Test for Children of Divorced or Separated Parents
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of the $800 you owe from last year, that
amount is not included as support provided
by you in either year.

Third-party support. Support pro-
vided by a third party for a divorced or sep-
arated parent is not included as support
provided by that parent. However, see Re-
married parent, later.

Example. You are divorced. During the
entire year, you and your child live with
your mother in a house she owns. The fair
rental value of the lodging provided by your
mother for your child is $1,000. The home
provided by your mother is not included in
the amount of support you provide.

Remarried parent. If you remarry, the
support provided by your new spouse is
treated as provided by you.

Example. You have two children from
a former marriage who live with you. You
have remarried and are living in a home
owned by your present spouse. The fair
rental value of the home provided to the
children by your present spouse is treated
as provided by you.

Home jointly owned. If you and your
former spouse have the right to use and
live in the home, each of you is considered
to provide half of your child’s lodging. How-
ever, if the divorce decree gives only you
the right to use and live in the home, you
are considered to provide your child’s en-
tire lodging. It does not matter if the legal ti-
tle to the home remains in the names of
both parents.

Phaseout of
Exemptions

The amount you can claim as a deduction
for exemptions is phased out once your ad-
justed gross income (AGI) goes above a
certain level for your filing status. These
levels are as follows:

AGI Level
Which Reduces

Filing Status Exemption Amount
Married filing

separately $ 88,475
Single 117,950
Head of household 147,450
Married filing jointly 176,950
Qualifying widow(er) 176,950

You must reduce the dollar amount of
your exemptions by 2% for each $2,500, or
part of $2,500 ($1,250 if you are married fil-
ing separately), that your AGI exceeds the
amount shown for your filing status. If your
AGI exceeds the amounts shown by more
than $122,500 ($61,250 if married filing
separately), the amount of your deduction
for exemptions is reduced to zero.

If your AGI exceeds the level for your fil-
ing status, use the Deduction for Exemp-
tions Worksheet in the instructions for
Form 1040 to figure the amount of your de-
duction for exemptions.

Social Security
Number for
Dependents

You must list the social security number
(SSN) of any person you claim as a depen-
dent (except a child born during December
of 1996) in column (2) of line 6¢ of your
Form 1040 or Form 1040A. If your depen-
dent was born in December of 1996 and
does not have an SSN, enter “12/96” in
column (2).

You do not need an SSN for a child who
was born in 1996 and died in 1996. Write
“Died” in column (2) of line 6¢ of your Form
1040 or Form 1040A.

If you do not list the dependent’s
SSN when required or if you list an
LYWIER] incorrect SSN, the exemption may
be disallowed.

Note. If your dependent does not have
and is not eligible to get an SSN, you must
list your dependent’s individual taxpayer
identification number (ITIN) instead of an
SSN. See Taxpayer identification numbers
for aliens, later.
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No social security number. If a person
whom you expect to claim as a dependent
on your return does not have an SSN, ei-
ther you or that person should apply for an
SSN as soon as possible by filing Form
SS-5, Application for a Social Security
Card, with the Social Security Administra-
tion (SSA). Information about applying for
an SSN and Form SS-5 is available at your
local SSA office.

It usually takes about 2 weeks to get an
SSN. If you do not have a required SSN by
the April 15 filing date, you can file Form
4868 for an extension of time to file.

Taxpayer identification numbers for
aliens. If your dependent is a resident or
nonresident alien who does not have and
is not eligible to get an SSN, the IRS will is-
sue your dependent an individual taxpayer
identification number (ITIN). Write the
number in column (2) of line 6¢ of your
Form 1040 or Form 1040A. To apply for an
ITIN, use Form W-7, Application for IRS In-
dividual Taxpayer Identification Number.

It usually takes about 30 days to get an
ITIN.

An ITIN is for tax purposes only. It does
not entitle your dependent to social secur-
ity benefits or change your dependent’s
employment or immigration status under
U.S. law.

Dependents living in Mexico or Canada.
If you claim a dependent who lives in Mex-
ico, enter “MX”instead of a number in col-
umn (4) of line 6c of your Form 1040 or
Form 1040A. If you claim a dependent who
lives in Canada, enter “CN” instead of a
number in column (4) of line 6¢ of your
Form 1040 or Form 1040A.
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4.
Decedents

Introduction

This chapter discusses the tax responsibili-
ties of the person who is in charge of the
property of a decedent (person who died).
It also covers the following topics:

¢ Filing the decedent’s final return

e Tax effects on survivors and
beneficiaries

This chapter does not discuss the
requirements for filing an income tax return
of an estate (Form 1041). For information
on Form 1041, see Income Tax Return of
an Estate—Form 1041 in Publication 559.
This chapter also does not discuss the re-
quirements for filing an estate tax return
(Form 706). For information on Form 706,
see Form 706 in Publication 559.

Useful Items
You may want to see:

Publication

1559 Survivors, Executors, and
Administrators

Form (and Instructions)

(056 Notice Concerning Fiduciary
Relationship

(01310 Statement of Person Claiming
Refund Due a Deceased
Taxpayer

04810 Request for Prompt
Assessment Under Internal
Revenue Code Section
6501(d)

Personal
Representatives

A personal representative of an estate can
be an executor, an administrator, or any-
one who is in charge of the decedent’s
property.

Executor. Generally, an executor (or ex-
ecutrix) is named in a decedent’s will to ad-
minister the estate (property and debts left
by the decedent) and distribute properties
as the decedent has directed.

Administrator. An administrator (or ad-
ministratrix) is usually appointed by the
court if no will exists, if no executor was
named in the will, or if the named executor
cannot or will not serve.

Personal representative. In general, an
executor and an administrator perform the
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same duties and have the same responsi-
bilities. For simplicity, the term personal
representative will be used throughout this
chapter to refer to these “appointed” rep-
resentatives and to representatives who
are not appointed, but are in charge of a
decedent’s property.

The surviving spouse may or may not
be the personal representative, depending
on the terms of the decedent’s will or the
court appointment.

Duties
The primary duties of a personal represen-
tative are to collect all of the decedent’s
assets, pay the creditors, and distribute the
remaining assets to the heirs or other
beneficiaries.

The personal representative must also:

1) Notify the IRS (as discussed below)
that he or she is acting as the personal
representative,

2

~

File any income tax return and estate
tax return that is due (see Final Return
for the Decedent, next),

3

~

Make sure that any income tax and es-
tate tax that is due is paid, and

4

=

Provide the payers of any interest and
dividends the name(s) and identifica-
tion number(s) of the new owner(s)
(see Interest and Dividend Income
(Forms 1099) later).

For more information on the duties and
responsibilities of the personal representa-
tive, see Duties under Personal Represent-
atives in Publication 559.

Notifying the IRS. You can use Form 56
to notify the District Director and the Inter-
nal Revenue Service Center, as required.
See the instructions for Form 56 for more
information.

Final Return
for the Decedent

The same filing requirements that apply
to individuals determine if a final income
tax return must be filed for the decedent.
Filing requirements are discussed in Chap-
ter 1.

Filing to get arefund. If none of the filing
requirements are met, but the decedent
had tax withheld or paid estimated tax, a fi-
nal return should be filed to get a refund.
See Claiming a refund, later. A final return
should also be filed if the decedent was en-
titled to a refundable credit such as the
earned income credit. See Chapters 35
and 36 for additional information on re-
fundable credits.

Determining income and deductions.
The method of accounting used by the de-
cedent generally determines what income

you must include and what deductions you
can take on the final return. Generally, indi-
viduals use one of two methods of ac-
counting: cash or accrual.

Cash method. If the decedent used
the cash method of accounting, which
most people use, report only the items of
income that the decedent actually or con-
structively received before death and de-
duct only the expenses the decedent paid
before death. For an exception for certain
medical expenses not paid before death,
see Medical costs, later, under
Deductions.

Accrual method. If the decedent used
an accrual method of accounting, report
only those items of income that the dece-
dent accrued, or earned, before death. De-
duct those expenses the decedent was lia-
ble for before death, regardless of whether
the expenses were paid.

Additional information. For more in-
formation on the cash and accrual meth-
ods, see Accounting Methods in Chapter 1.

Who must file the return? The personal
representative of the decedent is responsi-
ble for filing any income tax returns and
making sure that any income tax that is due
is paid. This includes the final income tax
return of the decedent (for the year of
death) and any returns not filed for preced-
ingyears.

Example. Roberta Russell died on
February 5, 1997, before filing her 1996 tax
return. Her personal representative must
file her 1996 tax return as well as her final
tax return for 1997.

Exception. Under certain circum-
stances, a surviving spouse may be able to
file a joint final return or joint returns for
preceding years for which returns have not
yet been filed. See Joint return, later.

Filing the return. When you file a return
for the decedent, either as the personal
representative or as the surviving spouse,
you should write “DECEASED," the de-
cedent’s name, and the date of death
across the top of the tax return. This same
information should be included on any
Form 1040X, Amended U.S. Individual In-
come Tax Return, that you may file for the
decedent.

If the decedent and surviving spouse
are filing a joint return, you should write the
name and address of the decedent and the
surviving spouse in the name and address
space. If you received a peel-off label with
the correct information, you can use it
instead.

If a joint return is not being filed, write
the decedent’s name in the name space
and the personal representative’s name
and address in the remaining space.

Example 1. John Stone died in early
1996. He was survived by his wife Jane.
His final joint return included the required
information as shown in the illustration of
the top of Form 1040.
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Signing the return. If a personal repre-
sentative has been appointed, the per-
sonal representative must sign the return.
If a joint return is filed, the surviving spouse
must also sign it.

If no personal representative has been
appointed by the due date for filing the re-
turn, the surviving spouse (on ajoint return)
should sign the return and write in the sig-
nature area “Filing as surviving spouse.”
See Joint return, later.

If no personal representative has been
appointed and if there is no surviving
spouse, the person in charge of the dece-
dent’s property must file and sign the re-
turn as “personal representative.”

Example 2. Assume in example 1 that
Mrs. Stone is filing as a surviving spouse.
No personal representative has been ap-
pointed. She signs their final joint return as
shown in the illustration of the bottom of
Form 1040.

Claiming arefund. Generally, a person
who is filing a return for a decedent and

@ Printed o rpcied pecer

claiming a refund must file Form 1310, with
the return.

Surviving spouse. If you are a surviv-
ing spouse filing a joint return with the de-
cedent, you do not have to file Form 1310.

Appointed personal representative.
If you are a court appointed or certified per-
sonal representative filing Form 1040,
Form 1040A, or Form 1040EZ for the de-
cedent, you also do not have to file Form
1310, but you must attach to the return a
copy of the court certificate showing your
appointment. If the certificate does not in-
clude your address, be sure that your ad-
dress is shown on the return. See Filing the
return, earlier.

Example. Joe Brown died on January
14, 1997, before filing his 1996 tax return.
On April 4, 1997, you are appointed the
personal representative for Joe’s estate,
and you file his Form 1040 for 1996 show-
ing a refund due. You do not need to attach
Form 1310 to claim the refund, but you
must attach to his return a copy of the court

certificate to show that you are the ap-
pointed personal representative of Joe’s
estate.

When and where to file. The final return
is due by the date the decedent’s return
would have been due had death not oc-
curred. The final return for a calendar year
taxpayer is generally due by April 15 of the
year following the year of death. However,
when the due date for filing tax returns falls
on a Saturday, Sunday, or legal holiday,
you can file on the next business day.

You can mail the decedent’s final in-
come tax return to the Internal Revenue
Service Center for the area where you live.

Request for prompt assessment of tax.
As the personal representative for the de-
cedent’s estate, you must see to it that any
additional taxes that the decedent may
owe are paid. The IRS usually has 3 years
after the filing of a return to charge any ad-
ditional tax that may be due. Returns filed
before the due date are treated as filed on
the due date.
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You can shorten the time that the IRS
has to charge the decedent’s estate any
additional tax by requesting a prompt as-
sessment of the decedent’s income taxes.
This request reduces the time the IRS has
to charge any additional tax from 3 years
from the date the return is filed to 18
months from the date the IRS receives the
request. This may permit a quicker settle-
ment of the tax responsibilities of the es-
tate and earlier distribution of the dece-
dent’s assets, such as money and
property, to the beneficiaries.

You can make the request for any tax
year still subject to additional tax charges,
even if the return was filed before the de-
cedent’s death.

Note. Requesting this prompt assess-
ment will not shorten the time the IRS has
to charge any additional tax if it can be
charged beyond the 3 years from the date
the return was filed or due. For example,
additional tax can still be charged because
of a substantial understatement of income
or if a fraudulent return was filed.

How to request. You can use Form
4810, Request for Prompt Assessment
Under Internal Revenue Code Section
6501(d), for making this request. If Form
4810 is not used, you must clearly indicate
that you are requesting a prompt assess-
ment under section 6501(d) of the Internal
Revenue Code and specify the year(s) in-
volved. You must file the request sepa-
rately from any other document. Address
your request to the District Director and
send it to the IRS office where the dece-
dent’s return was filed.

Joint return. Generally, the personal rep-
resentative and the surviving spouse can
file a joint return for the decedent and the
surviving spouse. However, the surviving
spouse alone can file the joint return if:

1) The decedent did not file a return for
that year, and

2) No personal representative is ap-
pointed before the due date for filing
the return of the surviving spouse.

This also applies to the return for the pre-
ceding year if the decedent died after the
close of the preceding tax year and before
the due date for filing that return. The final
joint return must show the decedent’s in-
come before death and the surviving
spouse’s income for the entire year.

If the surviving spouse remarried
before the end of the year in which the de-
cedent died, a final joint return with the de-
ceased spouse cannot be filed. The filing
status of the deceased spouse is then mar-
ried filing separately.

Change to joint return. If a separate
return was filed by or for the decedent, and
the due date for filing that return has ex-
pired, that return can be changed to a joint
return only by the personal representative
on behalf of the decedent. The surviving
spouse must also agree to the change. A
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surviving spouse cannot change a sepa-
rate return to a joint return if no personal
representative has been appointed.

Change to separate return. If the sur-
viving spouse files a joint return with the
decedent and a personal representative is
later appointed by the court, the personal
representative can change the joint return
election. The personal representative has
one year from the due date of the return
filed by the surviving spouse, to change the
election by filing a separate return for the
decedent.

If a separate return is filed for the dece-
dent, the joint return then becomes the
separate return of the surviving spouse.
The decedent’s items are excluded, and
the tax liability of the surviving spouse is
refigured.

How To Report
Certain Income

This section explains how to report certain
types of income on the final return. The
rules on income discussed in the other
chapters of this publication also apply to a
decedent’s final return. See Chapters 6
through 17, if they apply.

Interest and Dividend Income
(Forms 1099)

Payers of interest and dividends report
amounts on Forms 1099 using the name
and identification number of the person to
whom the account is payable. After a per-
son’s death, the Forms 1099 must reflect
the new owner’s (the estate’s or benefici-
ary’s) name and identification number. As
the personal representative, you must fur-
nish this information to the payers.

For example, if an interest-bearing ac-
count becomes part of the estate, you
must provide the estate’s name and em-
ployer identification number (EIN) to the
payer so that the Form 1099—INT, Interest
Income, can reflect the correct payee infor-
mation. If the interest-bearing account is
transferred to a surviving joint owner, you
must provide the survivor's name and tax-
payer identification number (TIN) to the
payer.

You should receive Forms 1099 for the
decedent that report amounts of interest
and dividends earned prior to death. The
estate or beneficiary should receive sepa-
rate Forms 1099 that report the amounts
earned after death and that are payable to
them.

If you receive Forms 1099 that include
both income earned before the date of
death (reportable on the decedent’s final
return) and income earned after the date of
death (reportable by the estate or other re-
cipient), then you will need to request new
Forms 1099. You should contact the pay-
ers to ask them for corrected Forms 1099
that properly identify the recipient of the in-
come (by name and identification number)
and the correct amounts.

Capital Loss

A capital loss sustained by a decedent dur-
ing his or her last tax year can be deducted
only on the final return filed for the dece-
dent. The capital loss limits discussed in
Chapter 17 still apply in this situation. The
loss cannot be deducted by the estate or
carried over to following years.

Business Income

This section discusses some of the busi-
ness income which may have to be in-
cluded on the final return.

Partnership income. If the decedent was
a partner, his or her death generally does
not close the partnership’s tax year. See
Closing of tax yearunder Tax Yearin Publi-
cation 541, Partnerships.

If the partnership year ends with the
death of a partner, see Deceased partner
under Distributive Share in Year of Disposi-
tion in Publication 541.

As the personal representative, you
must include on the final return the dece-
dent’s share of partnership income for the
partnership’s tax year that ends within
or with the decedent’s last tax year
(year ending on the date of death).

Do not include on the final return the
decedent’s share of partnership income
for a partnership’s tax year that ends af-
ter the date of death. In this case, part-
nership income earned up to and including
the date of death is income in respect of
the decedent, which is discussed later in
this chapter. Income earned after the date
of death to the end of the partnership’s tax
year is income to the estate or successor in
interest (beneficiary).

Example. The XYZ Partnership and all
the partners use a calendar year as their
tax year. One of the partners dies on June
10. The decedent’s share of the partner-
ship income from January 1 through June
10 is income in respect of a decedent. The
share of partnership income after June 10
is income to the estate or beneficiary.

S corporation income. If the decedent
was a shareholder in an S corporation, you
must include on the final return the dece-
dent’s share of S corporation income for
the corporation’s tax year that ends within
or with the decedent’s last tax year (year
ending on the date of death). The final re-
turn must also include the decedent's pro
rata share of the S corporation’s income
for the period between the end of the cor-
poration’s last tax year and the date of
death.

The income for the part of the S corpo-
ration’s tax year after the shareholder’s
death is income to the estate or other per-
son who has acquired the stock in the S
corporation.

Self-employment income. You mustin-
clude on the final return the self-employ-
ment income that the decedent actually or



constructively received or accrued, de-
pending on the decedent’'s accounting
method. For self-employment tax pur-
poses only, the decedent’s self-employ-
ment income will include the decedent’s
distributive share of a partnership’s income
or loss through the end of the month in
which death occurred. For more informa-
tion on how to compute the decedent’s
self-employment income, see Publication
533, Self-Employment Tax.

Deductions, Credits,

and Exemptions

Generally, the rules for deductions, credits,
and exemptions that apply to individuals
also apply to the decedent’s final income
tax return. On the final return, claim de-
ductible items that were paid before the
decedent’s death (or accrued, if the dece-
dent reported deductions on an accrual
method).

Deductions

All of the deductions that are discussed in
this publication also apply to the final re-
turn as long as the decedent was eligible
for the deduction at the time of death.

You can generally choose to claim
itemized deductions or the standard de-
duction on the final return. See Standard
deduction, later, for instances when you
cannot choose the standard deduction or
when the amount of the standard deduc-
tion may be limited.

If you have a choice, you should figure
the amount of the decedent’s itemized de-
ductions before you decide whether to
itemize or claim the standard deduction to
be sure that you are using the method that
gives you the lower tax.

Itemized deductions. If the total of the
decedent’s itemized deductions are more
than the decedent’s standard deduction,
the federal income tax will generally be
less if you claim itemized deductions on
the final return. See Chapters 23 through
30 for the types of expenses that are al-
lowed as itemized deductions.

Note. The amount you can deduct for
most itemized deductions is limited if ad-
justed gross income is more than $117,950
($58,975 if married filing separately). See
Chapter 22 for more information.

Medical costs. If you itemize deduc-
tions on the final return, you may be able to
deduct medical expenses of the decedent
even though they were not paid before the
date of death. See Decedents in Chapter
23 for an explanation of how this election
can be made.

Unrecovered investment in pension.
If the decedent was receiving a pension or
annuity and died without a surviving annui-
tant, you can take a deduction on the dece-
dent’s final return for the amount of the de-
cedent’s investment in the pension or

annuity contract that remained unrecov-
ered at death. The deduction is a miscella-
neous itemized deduction that is not sub-
ject to the 2% of adjusted gross income
limit. See Chapter 30.

Standard deduction. You can generally
claim the full amount of the standard de-
duction on the decedent’s final return.
However, you cannot use the standard de-
duction if the surviving spouse files a sepa-
rate return and itemizes deductions. In that
event, you must also itemize deductions on
the decedent’s final return.

The amount of the standard deduction
for a decedent’s final return is the same as
it would have been had the decedent con-
tinued to live. However, if the decedent
was not 65 or older at the time of death, the
higher standard deduction for age cannot
be claimed.

If another taxpayer can claim the dece-
dent as a dependent, the amount you can
claim for the decedent’s standard deduc-
tion may be limited. See Chapter 21 for
more information on how to determine the
amount of the standard deduction.

Credits

Any of the tax credits that are discussed in
this publication also apply to the final re-
turn if the decedent was eligible for the
credits at the time of death. These credits
are discussed in Chapters 33 through 36 of
this publication.

Tax withheld and estimated payments.
There may have been income tax withheld
from the decedent’s pay, pensions, or an-
nuities before death, and the decedent
may have paid estimated income tax. To
get credit for these tax payments, you must
claim them on the decedent’s final return.
For more information, see Credit for With-
holding and Estimated Tax in Chapter 5.

Exemptions

You can claim the full amount of the per-
sonal exemption on the decedent’s final
return unless the decedent can be claimed
as a dependent by another taxpayer. In
that case, the decedent’s own exemption
amount on the final return is zero. See
Chapter 3 for more information on this limit
and on other dependency exemptions that
may be allowed on the final return.

Tax Effect on Others

This section contains information about
the effect of an individual’'s death on the in-
come tax liability of others: the survivors
(including the widow or widower), the ben-
eficiaries, and the estate. Any survivor or
beneficiary should coordinate the filing of
his or her own tax return with the personal
representative handling the decedent’s es-
tate. The personal representative can co-
ordinate filing status, exemptions, income,
and deductions so that the final return and

the income tax returns of the survivors,
beneficiaries, and estate are all filed
correctly.

Survivors

If you are a survivor, you may qualify for
certain benefits when filing your own in-
come tax return. This section addresses
some issues that may apply to you.

Inherited property. Property received as
a gift, bequest, or inheritance is not in-
cluded in your income. However, if the
property you receive in this manner later
produces income, such as interest, divi-
dends, or rentals, then that income is taxa-
ble to you. If the gift, bequest, or inheri-
tance you receive is the income from
property, that income is taxable to you.

If you inherited the right to receive in-
come in respect of the decedent, see In-
come in Respect of the Decedent, later.

Joint return by surviving spouse. A sur-
viving spouse may be able to file a joint re-
turn with the decedent for the year of death
as long as the survivor has not remarried
before the end of that year. See Joint re-
turn, earlier.

If there is a dependent child, the surviv-
ing spouse may also be entitled to use the
standard deduction amount and the tax
rates that apply to joint returns for the 2 fol-
lowing years. See Qualifying Widow(er)
With Dependent Child in Chapter 2 for in-
formation on how to qualify.

The decedent as a dependent. If the de-
cedent qualified as your dependent for the
part of the year before death, you can
claim the full exemption amount for the de-
pendent on your tax return.

Income in Respect
of the Decedent

All gross income that the decedent had a
right to receive and that is not properly in-
cludible on the decedent’s final return is
called income in respect of the decedent.
Instead of being reported on the final re-
turn of the decedent, the income is in-
cluded, for the tax year when received, in
the gross income of:

1) The decedent’s estate, if the estate
acquires the right to receive the in-
come from the decedent,

2) The person who acquires the right to
the income directly from the decedent
without going through the estate, or

3) Any person to whom the estate prop-
erly distributes the right to receive the
income.

Example 1. Thornton Jones owned
and operated an orchard, and he used the
cash method of accounting. He sold and
delivered $2,000 worth of fruit to a cus-
tomer, but he did not receive payment
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before his death. When the estate was set-
tled, payment had still not been made, and
the estate gave the right to receive the
payment to his niece. When she collects
the $2,000, she must include it in her in-
come. It is not reported on the final return
of the decedent nor on the estate’s income
tax return.

Example 2. If, in Example 1, Thornton
Jones had used the accrual method of ac-
counting, the income from the fruit sale
must be included on his final return.
Neither his estate nor his niece will report
the income when the money is later paid.

Example 3. Mary Smith was entitled to
a large salary payment at the time of her
death. It was to be paid in five yearly pay-
ments. Her estate, after collecting two pay-
ments, distributes the right to the remain-
ing payments to you, the beneficiary. None
of the payments would be included on the
decedent’s final return. The estate must in-
clude in its gross income, as income in re-
spect of the decedent, the two payments it
received. You must include in your gross
income each of the three remaining pay-
ments as you receive them.

Transferring your right to income. If you
transfer your right to receive income in re-
spect of a decedent, you must include in
your income the larger of:

1) The amount you receive for the right,
or

2) The fair market value of the right at the
time of the transfer. Fair market value
is defined in Chapter 14 under Other
Basis.

Giving your right to income as a gift.
If you give your right to receive income in
respect of a decedent as a gift, you must
include in your gross income the fair mar-
ket value of the right at the time you make
the gift.

Type of income. The character, or type,
of income that you receive in respect of a
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decedent is generally the same as it would
have been had the decedent continued to
live and had received it. For example, if the
income would have been a long-term capi-
tal gain to the decedent, it will be a long-
term capital gain to you.

Interest on certificates of deposit
(CDs). Interest on CDs that is not received
by the date of death but that is earned be-
tween the date of the last interest payment
and the date of death is interest income in
respect of the decedent. Interest income
earned on the account after the dece-
dent’s death that becomes payable on
CDs after death is not income in respect of
a decedent. Such interest is ordinary in-
come that belongs to the respective recipi-
ents and must be included in their gross
income.

Installment payments. If the decedent
had sold property using the installment
method and you receive the right to collect
the payments after the date of death, the
payments you collect are income in re-
spect of the decedent. You will use the
same gross profit percentage that the de-
cedent used to figure the part of each pay-
ment that represents profit. Include in your
income the same profit the decedent
would have included had death not oc-
curred. See Publication 537, Installment
Sales, for more information on the install-
ment method.

Sale or exchange. |If you sell or ex-
change an installment obligation that you
received from a decedent, the rules ex-
plained in Publication 537 for figuring the
gain or loss on the disposition will apply.
However, your basis in the obligation is the
same as the decedent’s basis, adjusted for
all installment payments you received
before the sale or exchange.

Other income. For examples of other in-
come situations concerning decedents,
see Specific Types of Income in Respect
of a Decedent in Publication 559.

Deductions in Respect
of the Decedent

Deductions in respect of the decedent are
items, such as business expenses, in-
come-producing expenses, interest, and
taxes, for which the decedent was liable,
but which are not deductible on the dece-
dent’s final income tax return. When paid,
these expenses may be deducted by:

1) The estate, or

2) If the estate is not liable for the ex-
penses, the person who, because of
the decedent’s death, acquired the
decedent’s property subject to that
liability.

Federal estate tax deduction. Income
that a decedent had a right to receive is in-
cluded in the decedent’s gross estate and
is subject to estate tax. This income in re-
spect of a decedent is also taxed when re-
ceived by the estate or beneficiary. How-
ever, an income tax deduction is allowed to
the person (or estate) receiving the in-
come. If you must include in your gross in-
come an amount of income in respect of a
decedent, then you can claim a deduction
for part of any estate tax paid. The deduc-
tion must be claimed in the same tax year
that the income is included in your gross
income.

You can claim the deduction only as a
miscellaneous itemized deduction on
Schedule A (Form 1040). This deduction is
not subject to the 2% limit on miscellane-
ous itemized deductions as discussed in
Chapter 30.

If the income is capital gain income,
then in figuring the maximum capital gain
tax or any net capital loss limitation, the
amount of the gain must be reduced, but
not below zero, by the amount of any es-
tate tax deduction attributable to such gain.

For more information, see Estate Tax
Deduction in Publication 559.
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Important Changes
for 1996

You should consider the items in this

section when figuring any underpayment
penalty for 1996.
Penalty due to new law waived. You will
not have to pay a penalty for underpaying
either of the first two installments of 1996
estimated tax if you underpaid because of
provisions in the Small Business Job Pro-
tection Act of 1996. Provisions in that Act
that could have caused your underpay-
ment are:

1) Repeal of the $5,000 death benefit ex-
clusion in the case of employees dying
after August 20, 1996 (see Chapter 13
for more information about the
exclusion),

2) Changes in the taxation of certain pu-
nitive damages and damages that are
not for physical injuries or sickness
(see Chapter 13 for more information),

3) Achange in the taxation of annuities
that started after November 18, 1996
(see Chapter 11),

4) Denial of an exemption and the child
and dependent care credit for any indi-
vidual (except a child born in Decem-
ber 1996) whose taxpayer identifica-
tion number is not included on your
return (see Chapter 3 for information
about exemptions or Chapter 33 for in-
formation about the credit),

5

~

Repeal of the diesel-powered highway
vehicle credit for vehicles bought after
August 20, 1996 (see Chapter 36),

A rule that lets a parent choose to re-
port a child’s 1996 interest and divi-
dend income on the parent’s 1996 re-
turn only if that income was less than
$6,500 (increased from $5,000 in
1995) (see Chapter 32),

Clarification that distributions from a
qualified state tuition program may be
taxable to the extent they are more
than the amount contributed to the
program,

6

~

7

~

8

~

Clarification that newspaper distribu-
tors and certain fishing crew members
are not employees and so must pay
self-employment tax,

9

~

A new rule for S corporation stock in-
herited from an individual who died af-
ter August 20, 1996,

10) Changes to the income forecast
method of depreciation, generally for
property placed in service after Sep-
tember 13, 1995, and

11) Changes in rules for certain foreign
trusts.

For more information about these provi-
sions, see the chapter indicated or see
Publication 553, Highlights of 1996 Tax
Changes.

Excess social security or railroad retire-
ment tax withholding. You will have ex-
cess social security or tier 1 railroad retire-
ment tax withholding for 1996 only if your
wages from two or more employers were
more than $62,700. See Credit for Excess
Social Security Tax or Railroad Retirement
Tax Withheld in Chapter 36.

Important Changes
for 1997

You should consider the items in this

section when you figure your estimated tax
or how much income tax you want withheld
from your pay for 1997. For more informa-
tion on these and other tax changes, see
Publication 553, Highlights of 1996 Tax
Changes.
Withholding from unemployment com-
pensation. Beginning in 1997, you can
choose to have income tax withheld from
any unemployment compensation you get.
See Unemployment Compensation under
Withholding, later, for more information.

Withholding from social security and
other federal payments. Beginning in
1997, you can choose to have income tax
withheld from certain federal payments
you get. These payments include social se-
curity benefits and tier 1 railroad retirement
benefits. For more information, see Social
Security and Other Federal Payments
under Withholding, |ater.

New adoption tax credit. Beginning in
1997, you may be able to claim a credit for
qualified adoption expenses. The credit is
limited to $5,000 for each child ($6,000 in
certain cases for a child with special
needs). Depending on your income, the
credit may be reduced or eliminated.

New exclusion for employer-provided
adoption assistance payments. Begin-
ning in 1997, you may not have to include
in income certain amounts you received for
qualified adoption expenses from your em-
ployer’'s adoption assistance program.
This also applies to expenses incurred by
your employer under this type of program
for your adoption of a child. The amount
you do not have to include in income is lim-
ited to $5,000 for each child ($6,000 in cer-
tain cases for a child with special needs).
Depending on your income, this amount
may be reduced or eliminated.
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Increase in deduction for self-em-
ployed health insurance. The part of
your health insurance premiums you can
deduct if you are self-employed has in-
creased to 40% for 1997.

Increase in deduction for spousal IRAs.
If certain requirements are met, you may
contribute as much as $2,000 to your IRA
and as much as another $2,000 to a

spousal IRA. Some or all of these amounts
may be deductible. For 1996, the total
amount you could contribute and deduct to
both was limited to $2,250.

Medical expenses for long-term care.
Beginning in 1997, you generally can in-
clude in your medical expenses the costs
of qualified long-term care services. You
can also include premiums for qualified
long-term care insurance, but only up to
certain limits.

Long-term care insurance. Beginning in
1997, amounts your employer pays to pro-
vide you with qualified long-term care in-
surance are not taxed to you, unless the
coverage is through a flexible spending or
similar arrangement.

Benefits you receive under a qualified
long-term care insurance contract gener-
ally are not taxed. But, in some cases, the
amount not taxed is limited.

Medical savings accounts. You may be
able to deduct up to $1,462.50 ($3,375 for
family coverage) a year for contributions to
a medical savings account in 1997, even if
you do not itemize your deductions. You
must be covered under a high deductible
health plan and meet certain other
requirements.

Deduction for donation of appreciated
stock to private foundation. The special
rule allowing a deduction for the full fair
market value of qualified appreciated stock
given to certain private foundations will not
apply to contributions made after May 31,
1997.

SIMPLE retirement plans. Beginning in
1997, your employer may be eligible to
adopt a Savings Incentive Match Plan for
Employees (SIMPLE) retirement plan. If
your employer establishes a SIMPLE plan
for 1997, you may be able to have your em-
ployer contribute a certain percentage of
your compensation to the plan each pay
period (totaling up to $6,000 for 1997).
Your employer must make a matching con-
tribution on your behalf. You do not have to
pay income tax on these contributions or
on the plan’s earnings until they are distrib-
uted. Self-employed individuals can also
participate in a SIMPLE plan.

Accelerated death benefits not taxed.

Beginning in 1997, certain payments re-
ceived under a life insurance contract on
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the life of a terminally or chronically ill indi-
vidual before the individual's death (accel-
erated death benefits) are not taxed if cer-
tain requirements are met. The tax-free
amount is limited in some cases. Amounts
received for the sale or assignment of
these benefits to certain qualified viatical
settlement providers are also tax-free, sub-
ject to a limit in some cases.

Changes to business-related provi-
sions. A number of changes in the law af-
fect businesses for 1997. These include:

1) Anincrease in the maximum section
179 deduction to $18,000 (from
$17,500in 1996).

2) A new work opportunity tax credit that
is 35% of the qualified first-year
wages, generally up to $6,000, paid or
incurred during the year to certain
members of targeted groups who be-
gin working for you after September
30, 1996, and before October 1, 1997.

3) An extension of the credit for increas-
ing certain research activities, gener-
ally for amounts paid or incurred after
June 30, 1996, and before June 1,
1997. (But you cannot use the exten-
sion of this credit when figuring your
1997 estimated tax.)

Personal exemption. For 1997, the per-
sonal exemption amount for you, your
spouse, and each dependent has in-
creased to $2,650.

Phaseout of personal exemptions. Your
deduction for personal exemptions is re-
duced by 2% for each $2,500 ($1,250 if
you are married filing separately), or part of
that amount, by which your adjusted gross
income is more than an amount based on
your filing status. The amounts for 1997
are:

Single $121,200
Married filing jointly

or qualifying widow(er) 181,800
Married filing separately 90,900
Head of household 151,500

Standard deduction. Individuals who do
not itemize deductions have an increased
standard deduction for 1997. For more in-
formation, see Publication 505, Tax With-
holding and Estimated Tax.

Reduction of itemized deductions. For
1997, certain itemized deductions are re-
duced by 3% of the amount of your ad-
justed gross income that is more than
$121,200 ($60,600 if you are married filing
separately). The reduction cannot be more
than 80% of your affected deductions.
Itemized deductions subject to the reduc-
tion are those other than medical ex-
penses, investment interest, casualty and
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theft losses, or gambling losses. This re-
duction does not apply when computing al-
ternative minimum tax, nor does it apply to
estates or trusts.

Important Reminders

Employment taxes on household em-
ployees. If you must make estimated tax
payments or are subject to tax withholding
anyway, you have the option of including
any expected employment (social security,
Medicare, and federal unemployment)
taxes for household employees when figur-
ing your estimated tax or how much tax you
want withheld from your pay for 1997.
When figuring your estimated tax or how
much tax you want withheld for 1998, you
must include any expected employment
taxes for household employees.

See Publication 926, Household Em-
ployer’s Tax Guide, for other rules that ap-
ply to these employment taxes.

Estimated tax payments — exception to
use of prior year’s tax. Certain taxpayers
(other than farmers and fishermen) must
use 110% of their 1996 tax to figure their
1997 required annual payment of esti-
mated tax. See Chapter 2 of Publication
505 if your 1996 adjusted gross income
was more than $150,000 (more than
$75,000 if you were married filing
separately).

Underpayment penalty. The same
rule applies to the underpayment penalty
for 1996. See Chapter 4 of Publication 505.

Claiming withholding and estimated tax
payments. When you file a federal income
tax return, be sure to take credit for all fed-
eral income tax and excess social security
or railroad retirement taxes withheld from
your salary, wages, pensions, etc., and any
backup withholding shown on Forms 1099.
Also take credit for all estimated tax pay-
ments you made for that year. For exam-
ple, all estimated tax payments made for
1996 should be claimed on the tax return
you file for the 1996 tax year. You should
file a return and claim these credits even if
you do not owe tax. See Credit for With-
holding and Estimated Tax, later in this
chapter.

Introduction

This chapter discusses how to pay your tax
as you earn or receive income during the
year. In general, the federal income tax is a
pay-as-you-go tax. There are two ways to
pay as you go:

e Withholding. If you are an employee,
your employer probably withholds in-
come tax from your pay. Tax may also
be withheld from certain other income
— including pensions, bonuses, com-
missions, and gambling winnings. In
each case, the amount withheld is paid
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to the Internal Revenue Service (IRS) in
your name.

* Estimated tax. If you do not pay your
tax through withholding, or do not pay
enough tax that way, you might have to
pay estimated tax. People who are in
business for themselves generally will
have to pay their tax this way. You may
have to pay estimated tax if you receive
income such as dividends, interest, rent,
and royalties. Estimated tax is used to
pay not only income tax, but self-em-
ployment tax and alternative minimum
tax as well.

This chapter explains both of these
methods. In addition, it explains:

e Credit for withholding and estimated
tax. When you file your 1996 income tax
return, take credit for all the income tax
withheld from your salary, wages, pen-
sions, etc., and for the estimated tax you
paid for 1996.

e Underpayment penalty. If you did not
pay enough tax during the year either
through withholding or by making esti-
mated tax payments, you may have to
pay a penalty. The IRS usually can fig-
ure this penalty for you. See Underpay-
ment Penalty, near the end of this
chapter.

Useful Items
You may want to see:

Publication

0505 Tax Withholding and Estimated
Tax

0 553 Highlights of 1996 Tax
Changes

0919 Is My Withholding Correct for
1997?

Form (and Instructions)
0O W-4 Employee’s Withholding
Allowance Certificate

O W-4P  Withholding Certificate for
Pension or Annuity Payments

O W-4S Request for Federal Income
Tax Withholding From Sick
Pay

0O W-4V  Voluntary Withholding
Request

(0 1040-ES Estimated Tax for
Individuals

02210 Underpayment of Estimated
Tax by Individuals, Estates,
and Trusts

Withholding

This chapter discusses withholding on
these types of income:

e Salaries and wages
e Tips



e Taxable fringe benefits

e Sick pay

¢ Pensions and annuities

e Gambling winnings

¢ Unemployment compensation
¢ Certain federal payments.

This chapter explains in detail the rules for
withholding tax from each of these types of
income. The discussion of salaries and
wages includes an explanation of how to
complete a Form W—4.

This chapter also covers backup with-
holding on interest, dividends, and other
payments.

Salaries and Wages

Income tax is withheld from the pay of
most employees. Your pay includes bo-
nuses, commissions, and vacation al-
lowances, in addition to your regular pay. It
also includes reimbursements and other
expense allowances paid under a nonac-
countable plan. See Supplemental Wages,
later.

Military retirees. Military retirement pay is
treated in the same manner as regular pay
for income tax withholding purposes, even
though it is treated as a pension or annuity
for other tax purposes.

Household workers. If you are a house-
hold worker, you can ask your employer to
withhold income tax from your pay. Tax is
withheld only if you want it withheld and
your employer agrees to withhold it. If you
do not have enough income tax withheld,
you may have to make estimated tax pay-
ments, as discussed later under Estimated
Tax.

Farmworkers. Income tax is generally
withheld from your cash wages for work on
a farm unless your employer:

1) Pays you cash wages of less than
$150 during the year, and

2) Has expenditures for agricultural labor
totaling less than $2,500 during the
year.

If you receive either cash wages not
subject to withholding or noncash wages,
you can ask your employer to withhold in-
come tax. If your employer does not agree
to withhold tax, or if not enough is withheld,
you may have to make estimated tax pay-
ments, as discussed later under Estimated
Tax.

Amount Withheld

The amount of income tax your employer
withholds from your regular pay depends
on two things:

1) The amount you earn, and

2) The information you give your em-
ployer on Form W—4.

Form W-4 includes three types of infor-
mation that your employer will use to figure
your withholding:

1) Whether to withhold at the single rate
or at the lower married rate,

2) How many withholding allowances
you claim (each allowance reduces
the amount withheld), and

3) Whether you want an additional
amount withheld.

If your income is low enough that you
will not have to pay income tax for the year,
you may be exempt from withholding. See
Exemption From Withholding, later.

Note. You must specify a filing status
and a number of withholding allowances
on Form W-4. You cannot specify only a
dollar amount of withholding.

New job. When you start a new job, you
must fill out Form W—4 and give it to your
employer. Your employer should have cop-
ies of the form. If you later need to change
the information you gave, you must fill out a
new form.

If you work only part of the year (for ex-
ample, you start working after the begin-
ning of the year), too much tax may be
withheld. You may be able to avoid
overwithholding if your employer agrees to
use the part-year method. See Part-year
method in Chapter 1 of Publication 505 for
more information.

Changing your withholding. Events dur-
ing the year may change your marital sta-
tus or the exemptions, adjustments, de-
ductions, or credits you expect to claim on
your return. When this happens, you may
need to give your employer a new Form W—
4 to change your withholding status or
number of allowances.

You must give your employer a new
Form W—4 within 10 days after:

1) Your divorce, if you have been claim-
ing married status, or

2) Any event that decreases the number
of withholding allowances you can
claim.

Generally, you can submit a new Form
W-4 at any time you wish to change the
number of your withholding allowances for
any other reason.

Changing your withholding for 1998.
If events in 1997 will decrease the number
of your withholding allowances for 1998,
you must give your employer a new Form
W-4 by December 1, 1997. If the event oc-
curs in December 1997, submit a new
Form W-4 within 10 days.

Cumulative wage method. If you change
the number of your withholding allowances
during the year, too much or too little tax
may have been withheld for the period
before you made the change. You may be
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able to compensate for this if your em-
ployer agrees to use the cumulative wage
withholding method for the rest of the year.
You must ask in writing that your employer
use this method.

To be eligible, you must have been paid
for the same kind of payroll period (weekly,
biweekly, etc.) since the beginning of the
year.

Checking your withholding. After you
have given your employer a Form W-4, you
can check to see whether the amount of
tax withheld from your pay is too little or too
much. See Getting the Right Amount of
Tax Withheld, later. If too much or too little
tax is being withheld, you should give your
employer a new Form W-4 to change your
withholding.

Note. You cannot give your employer a
payment to cover withholding for past pay
periods. Nor can you give your employer a
payment for estimated tax.

Completing Form W-4

The following discussions explain how to
complete your Form W—4.

Marital status (line 3). There is a lower
withholding rate for married people who
can use the tax rates for joint returns. Eve-
ryone else must have tax withheld at the
higher single rate.

You must claim single status if either of
the following applies.

1) You are single. If you are divorced, or
separated from your spouse under a
court decree of separate mainte-
nance, you are considered single.

2) You are married, but you are
neither a citizen nor a resident of
the United States, or your spouse is
neither a citizen nor a resident of the
United States. However, if one of you
is a citizen or a resident, you can
choose to have the other treated as a
resident. You can then file a joint re-
turn and claim married status on your
Form W-4. See Nonresident Spouse
Treated as a Residentin Chapter 1 of
Publication 519, U.S. Tax Guide for
Aliens, for more information.

You can claim married status if either
of the following applies.

1) You are married and neither you
nor your spouseis anonresident
alien. You are considered married for
the whole year even if your spouse
died during the year.

2) You expect to be able to file your
return as a qualifying widow or wid-
ower. You usually can use this filing
status if your spouse died within the
previous 2 years and you provide a
home for your dependent child. How-
ever, you must file a new Form W—4
showing your filing status as single by
December 1 of the last year you are
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eligible to file as a qualifying widow or
widower. See Qualifying Widow(er)
With Dependent Childin Chapter 2.

Some married people find that they do
not have enough tax withheld at the mar-
ried rate. This can happen, for example,
when both spouses work. To avoid this,
you can choose to have tax withheld at the
higher single rate (even if you qualify for
the married rate). Also, you can fill out the
Two-Earner/Two-Job Worksheet.

Withholding allowances (line 5). The
more allowances you claim on Form W-4,
the less income tax your employer will with-
hold. You will have the most tax withheld if
you claim “0” allowances. The number of
allowances you can claim depends on:

1) How many exemptions you can take
on your tax return,

2) Whether you have income from more
than one job,

3) What deductions, adjustments to in-
come, and credits you expect to have
for the year, and

4) Whether you will file as head of
household.

If you are married, it also depends on
whether your spouse also works and
claims any allowances on his or her own
Form W-4. If you both work, you should fig-
ure your combined allowances on one
Form W-4 worksheet. You then should di-
vide the allowances among the Forms W—4
you each file with every employer. See Two
Jobs, later.

Form W-4 worksheets. Form W-4
has worksheets to help you figure how
many withholding allowances you can
claim. The worksheets are for your own
records. Do not give them to your
employer.

You do not have to use the worksheets
if you use a more accurate method of figur-
ing the number of withholding allowances.
See Alternative method of figuring with-
holding allowances under Completing
Form W-4 and Worksheets in Chapter 1 of
Publication 505 for more information.

Two jobs. If you have income from two
jobs at the same time, complete only one
set of Form W-4 worksheets. Then split
your allowances between the Forms W—-4
for each job. You cannot claim the same al-
lowances with more than one employer at
the same time. You can claim all your al-
lowances with one employer and none with
the other, or divide them in any other way
you wish.

If both you and your spouse are em-
ployed and you expect to file a joint return,
figure your withholding allowances using
your combined income, adjustments, de-
ductions, exemptions, and credits. Use
only one set of worksheets. You can divide
your total allowances in any way you wish,
but you cannot claim an allowance that
your spouse also claims.
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If you and your spouse expect to file
separate returns, figure your allowances
separately based on your own individual in-
come, adjustments, deductions, exemp-
tions, and credits.

Personal Allowances Worksheet. Use
the Personal Allowances Worksheet on
page 1 of Form W-4 to figure your with-
holding allowances for exemptions. Add
the special allowance for only one job, the
allowance for head of household status,
and the allowance for the child and depen-
dent care credit (if they apply) to your total
allowances.

Only one job (worksheet line B). You
can claim an additional withholding allow-
ance if any of the following apply.

1) You are single, and you have only one
job at atime.

2) You are married, you have only one
job at atime, and your spouse does
not work.

3) Your wages from a second job or your
spouse’s wages (or the total of both)
are $1,000 or less.

Head of household (worksheet line
E). You can claim one additional withhold-
ing allowance if you expect to file as head
of household on your tax return. To find out
whether you qualify, see Head of House-
hold in Chapter 2.

Child and dependent care credit
(worksheet line F). You can claim one
additional withholding allowance if you ex-
pect to have at least $1,500 of qualifying
child or dependent care expenses that you
plan to claim a credit for on your tax return.
For information on this credit, see Chapter
33.

Instead of using line F, you can choose
to figure allowances for the child and de-
pendent care credit (and other credits you
expect to claim on your return) as ex-
plained next.

Deductions and Adjustments Work-
sheet. Fill out this worksheet to adjust the
number of your withholding allowances for
deductions, adjustments to income, and
tax credits. The Deductions and Adjust-
ments Worksheet is on page 2 of Form W-
4. Chapter 1 of Publication 505 explains
this worksheet.

Two-Earner/Two-Job Worksheet. You
may need to complete this worksheet if
you have two jobs or a working spouse.
You should also use this worksheet to fig-
ure additional withholding if you expect to
owe an amount other than income tax,
such as self-employment tax.

For more information about Form W-4
and a filled-in example, see Chapter 1 of
Publication 505.
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Getting the Right Amount
of Tax Withheld

In most situations, the tax withheld from
your pay will be close to the tax you figure
on your return if:

1) You accurately complete all the Form
W-4 worksheets that apply to you,
and

2) You give your employer a new Form
W-4 when changes occur.

But because the worksheets and withhold-
ing methods do not account for all possible
situations, you may not be getting the right
amount withheld. This is most likely to hap-
pen in the following situations.

1) You are married and both you and
your spouse work.

2) You have more than one job at a time.

3) You have nonwage income, such as
interest, dividends, alimony, or self-
employment income.

4) You will owe additional amounts with
your return, such as self-employment
tax.

5) Your withholding is based on obsolete
Form W—4 information for a substan-
tial part of the year.

6) Your earnings are more than
$150,000 if you are single or $200,000
if you are married.

To make sure you are getting the right
amount of tax withheld, get Publication
919. It will help you compare the total tax to
be withheld during the year with the tax you
can expect to figure on your return. It also
will help you determine how much, if any,
additional withholding is needed each pay-
day to avoid owing tax when you file your
return. If you do not have enough tax with-
held, you may have to make estimated tax
payments, as explained under Estimated
Tax, later.

Rules Your Employer
Must Follow

The following are some of the withholding
rules that can affect how you fill out your
Form W-4 and how you handle problems
that may arise. For other rules, see Rules
Your Employer Must Followin Chapter 1 of
Publication 505.

New Form W-4. When you start a new
job, your employer should give you a Form
W-4 to fill out. Your employer will use the
information you give on the form to figure
your withholding, beginning with your first
payday.

If you later fill out a new Form W-4, your
employer can put it into effect as soon as it
is practical to do so. The deadline for put-
ting it into effect is the start of the first pay-
roll period ending 30 or more days after
you turnitin.



Figure 5-A. Exemption From Withholding on Form W-4
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No Form W-4. If you do not give your em-
ployer a completed Form W-4, your em-
ployer must withhold at the highest rate—
as if you were single and claimed no
allowances.

Repaying withheld tax. If you find you are
having too much tax withheld because you
did not claim all the withholding allowances
you are entitled to, you should give your
employer a new Form W—4. Your employer
cannot repay you any of the tax withheld
under your old Form W-4.

However, if your employer has withheld
more than the correct amount of tax for the
Form W-4 you have in effect, you do not
have to fill out a new Form W-4 to have
your withholding lowered to the correct
amount. Your employer can repay you the
amount that was incorrectly withheld. If
you are not repaid, you will receive credit
on your tax return for the full amount actu-
ally withheld.
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Exemption From Withholding

If you claim exemption from withholding,
your employer will not withhold federal in-
come tax from your wages. The exemption
applies only to income tax, not to social se-
curity or Medicare tax.

You can claim exemption from with-
holding for 1997 only if both the following
situations apply.

1) For 1996 you had a right to a refund of
all federal income tax withheld be-
cause you had no tax liability.
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2) For 1997 you expect a refund of all
federal income tax withheld because
you expect to have no tax liability.

Use Figure 5-A in this chapter to help
you decide whether you can claim exemp-
tion. Do not use the chart if you are 65 or
older or blind or if you will itemize deduc-
tions or claim dependents or tax credits on
your 1997 return. These situations are dis-
cussed later.

Student. If you are a student, you are not
automatically exempt. See Chapter 1 to
see if you must file a return. If you work only
part time or only during the summer, you
may qualify for exemption from

withholding.

Example 1. You are a high school stu-
dent and expect to earn $2,500 from a
summer job. You do not expect to have any
other income during 1997, and your par-
ents will be able to claim you as a depen-
dent on their tax return. You worked last
summer and had $375 federal income tax
withheld from your pay. The entire $375
was refunded when you filed your 1996 re-
turn. Using Figure 5-A, you find that you
can claim exemption from withholding.

Example 2. The facts are the same as
in Example 1, except that you have a sav-
ings account and expect to have $20 inter-
estincome in 1997. Using Figure 5-A, you
find that you cannot claim exemption from
withholding because your unearned in-
come will be $1 or more and your total in-
come will be more than $650.

Age 65 or older or blind. If you are 65 or
older or blind, use one of the worksheets in
Chapter 1 of Publication 505, under Ex-
emption From Withholding, to help you de-
cide whether you can claim exemption
from withholding. Do not use either of
those worksheets if you will itemize deduc-
tions or claim dependents or tax credits on
your 1997 return—see the following dis-
cussion instead.

Itemizing deductions or claiming de-
pendents or tax credits. If you had no tax
liability for 1996 and you will itemize your
deductions or claim dependents or tax
credits on your 1997 return, use the 1997
Estimated Tax Worksheet in Form 1040—
ES (or see Chapter 2 of Publication 505) to
figure your 1997 expected tax liability. You
can claim exemption from withholding only
if your total expected tax liability (line 13c
of the worksheet) is zero.

Claiming exemption. To claim exemp-
tion, you must give your employer a Form
W—4. Write “EXEMPT” on line 7.

Your employer must send the IRS a
copy of your Form W—4 if you claim exemp-
tion from withholding and your pay is ex-
pected to usually be more than $200 a
week. If it turns out that you do not qualify
for exemption, the IRS will send both you
and your employer a written notice.
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If you claim exemption, but later your
situation changes so that you will have to
pay income tax after all, you must file a new
Form W-4 within 10 days after the change.
If you claim exemption in 1997, but you ex-
pect to owe income tax for 1998, you must
file a new Form W—-4 by December 1, 1997.

An exemption is good for only one
year. You must give your employer a new
Form W-4 by February 15 each year to
continue your exemption.

Supplemental Wages

Supplemental wages include bonuses,
commissions, overtime pay, and certain
sick pay. Your employer or other payer of
supplemental wages may withhold income
tax from these wages at a flat rate of 28%.
The payer can also figure withholding us-
ing the same method used for your regular
wages.
Also see Sick Pay, later.

Expense allowances. Reimbursements
or other expense allowances paid by your
employer under a nonaccountable plan are
treated as supplemental wages.

Reimbursements or other expense al-
lowances paid under an accountable plan
that are more than your proven expenses
are treated as paid under a nonaccount-
able plan. However, this does not apply if
you return the excess payments within a
reasonable period of time.

For more information about accounta-
ble and nonaccountable expense allow-
ance plans, see Reimbursements in Chap-
ter 28.

Penalties
You may have to pay a penalty of $500 if:

1) You make statements or claim with-
holding allowances on your Form W—4
that reduce the amount of tax with-
held, and

2) You have no reasonable basis for
those statements or allowances at the
time you prepare your Form W—4.

There is also a criminal penalty for will-
fully supplying false or fraudulent informa-
tion on your Form W-4 or for willfully failing
to supply information that would increase
the amount withheld. The penalty upon
conviction can be either a fine of up to
$1,000 or imprisonment for up to one year,
or both.

These penalties will apply if you deliber-
ately and knowingly falsify your Form W-4
in an attempt to reduce or eliminate the
proper withholding of taxes. A simple error
— an honest mistake — will not result in
one of these penalties. For example, a per-
son who has tried to figure the number of
withholding allowances correctly, but
claims seven when the proper number is
six, will not be charged a W—4 penalty.
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Tips

The tips you receive while working on your
job are considered part of your pay. You
must include your tips on your tax return on
the same line as your regular pay. How-
ever, tax is not withheld directly from tip in-
come, as it is from your regular pay. Never-
theless, your employer will take into
account the tips you report when figuring
how much to withhold from your regular
pay.

See Chapter 7 for information on re-
porting your tips to your employer. For
more information on the withholding rules
for tip income, see Publication 531, Re-
porting Tip Income.

How employer figures amount to with-
hold. The tips you report to your employer
are counted as part of your income for the
month you report them. Your employer can
figure your withholding in either of two
ways:

1) By withholding at the regular rate on
the sum of your pay plus your reported
tips, or

2) By withholding at the regular rate on
your pay plus an amount equal to 28%
of your reported tips.

Not enough pay to cover taxes. If your
regular pay is too low for your employer to
withhold all the tax (including social secur-
ity tax, Medicare tax, or railroad retirement
tax) due on your pay plus your tips, you
may give your employer money to cover
the shortage.

If you do not give your employer money
to cover the shortage, your employer will
first withhold as much social security tax,
Medicare tax, or railroad retirement tax as
possible, up to the proper amount, and
then withhold income tax up to the full
amount of your pay. If not enough tax is
withheld, you may have to make estimated
tax payments. When you file your return,
you also may have to pay any social secur-
ity tax, Medicare tax, or railroad retirement
tax your employer could not withhold.

Allocated tips. Your employer should not
withhold income tax, social security tax,
Medicare tax, or railroad retirement tax on
any allocated tips. Withholding is based
only on your pay plus your reported tips.
Your employer should refund to you any in-
correctly withheld tax. See Tip Allocation in
Chapter 7 for more information.

Taxable Fringe Benefits

The value of certain noncash fringe bene-
fits you receive from your employer is con-
sidered part of your pay. Your employer
generally must withhold income tax on
these benefits from your regular pay for the
period the benefits are paid or considered
paid.



For information on taxable fringe bene-
fits, see Fringe Benefits under Employee
Compensation in Chapter 6.

Your employer can choose not to with-
hold income tax on the value of your per-
sonal use of a car, truck, or other highway
motor vehicle provided by your employer.
Your employer must notify you if this
choice is made.

For more information on withholding on
taxable fringe benefits, see Chapter 1 of
Publication 505.

Sick Pay

“Sick pay” is a payment to you to replace
your regular wages while you are tempora-
rily absent from work due to sickness or
personal injury. To qualify as “sick pay,” it
must be paid under a plan to which your
employer is a party.

If you receive sick pay from your em-
ployer or an agent of your employer, in-
come tax must be withheld just as it is from
your regular pay.

However, if you receive sick pay from a
third party who is not acting as an agent of
your employer, income tax will be withheld
only if you choose to have it withheld. See
Form W—4S, later.

If you receive payments under a plan in
which your employer does not participate
(such as an accident or health plan where
you paid all the premiums), the payments
are not sick pay and usually are not
taxable.

Union agreements. If you receive sick
pay under a collective bargaining agree-
ment between your union and your em-
ployer, the agreement may determine the
amount of income tax withholding. See
your union representative or your employer
for more information.

Form W-4S. If you choose to have in-
come tax withheld from sick pay paid by a
third party, such as an insurance company,
you must fill out Form W-4S, Request for
Federal Income Tax Withholding From
Sick Pay. Its instructions contain a work-
sheet you can use to figure the amount you
want withheld. They also explain restric-
tions that may apply.

Give the completed form to the payer of
your sick pay. The payer must withhold ac-
cording to your directions on the form.

If you do not request withholding on
Form W-4S, or if you do not have enough
tax withheld, you may have to make esti-
mated tax payments. If you do not pay
enough estimated tax or have enough in-
come tax withheld, you may have to pay a
penalty. See Who Must Make Estimated
Tax Payments and Underpayment Penalty,
later in this chapter.

Pensions and Annuities

Income tax usually will be withheld from
your pension or annuity distributions, un-
less you choose not to have it withheld.
This rule applies to distributions from:

1) Anindividual retirement arrangement
(IRA),

2) Alife insurance company under an en-
dowment, annuity, or life insurance
contract,

3) A pension, annuity, or profit-sharing
plan,

4) A stock bonus plan, and

5) Any other plan that defers the time
you receive compensation.

The amount withheld depends on
whether you receive payments spread out
over more than one year (periodic pay-
ments), within one year (nonperiodic pay-
ments), or as an eligible rollover distribu-
tion (EDR). You cannot choose not to have
income tax withheld from an EDR.

More information. For more information
on taxation of annuities and distributions
(including eligible rollover distributions)
from qualified retirement plans, see Chap-
ter 11. For information on IRAs, see Chap-
ter 18. For more information on withholding
on pensions and annuities, including a dis-
cussion of Form W-4P, Withholding Certif-
icate for Pension or Annuity Payments, see
Pensions and Annuities under Withholding
in Chapter 1 of Publication 505.

Gambling Winnings
Income tax is withheld from certain kinds of
gambling winnings. The amount withheld is
28% of the proceeds paid (the amount of
your winnings minus the amount of your
bet).

Gambling winnings of more than
$5,000 from the following sources are sub-
ject to income tax withholding:

1) Any sweepstakes, wagering pool, or
lottery, and

2) Any other wager, if the proceeds are
at least 300 times the amount of the
bet.

It does not matter whether your winnings
are paid in cash, in property, or as an annu-
ity. Winnings not in money are taken into
account at their fair market value.

Gambling winnings from bingo, keno,
and slot machines are not subject to in-
come tax withholding. If you receive gam-
bling winnings not subject to withholding,
you may heed to make estimated tax pay-
ments. (See Estimated Tax, later.)

If you do not pay enough tax through
withholding or estimated tax payments,
you may be subject to a penalty. (See Un-
derpayment Penalty, later.)

Form W-2G. If a payer withholds income
tax from your gambling winnings, you
should receive a Form W-2G, Certain
Gambling Winnings, showing the amount
you won and the amount withheld.

Reporting your winnings. Report your
winnings on line 21 of Form 1040. Report
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the tax withheld on line 52 of Form 1040.
Gambling losses are deductible only to the
extent that they offset gambling winnings.
You must use Schedule A of Form 1040 to
deduct your losses and to deduct state tax
withholding.

Unemployment

Compensation

Beginning in 1997, you can choose to have
income tax withheld from any unemploy-
ment compensation you get. To make this
choice, you will have to fill out Form W-4V,
Voluntary Withholding Request, (or a simi-
lar form provided by the payer) and give it
to the payer. The amount withheld will be
15% of each payment.

Unemployment compensation is taxa-
ble. So, if you do not have income tax with-
held, you may have to make estimated tax
payments. See Estimated Tax, later.

If you do not pay enough tax either
through withholding or estimated tax, you
may have to pay a penalty. See Underpay-
ment Penalty, later, for information.

Social Security and
Other Federal Payments

Beginning in 1997, you can choose to have
income tax withheld from certain federal
payments you receive. These payments
are:

1) Social security benefits,
2) Tier 1 railroad retirement benefits,

3) Commodity credit loans included in
your gross income, and

4) Payments you received under the Agri-
cultural Act of 1949, or title Il of the
Disaster Assistance Act of 1988, as
amended, because:

a) Your crops were destroyed or dam-
aged by drought, flood, or any other
natural disaster, or

b) You were unable to plant crops be-
cause of a natural disaster de-
scribed in (a).

To make this choice, you will have to fill
out Form W-4V, Voluntary Withholding
Request, (or a similar form provided by the
payer) and give it to the payer. You can
choose to have 7%, 15%, 28%, or 31% of
each payment withheld.

The payments in (1) and (2) are partly
taxable in certain cases. The payments in
(3) and (4) are fully taxable. So, if you do
not choose to have income tax withheld,
you may have to make estimated tax pay-
ments. See Estimated Tax, later. If you do
not pay enough tax either through with-
holding or estimated tax, you may have to
pay a penalty. See Underpayment Penalty,
later, for information.

More information. For more information
about the tax treatment of social security
and railroad retirement benefits, see Chap-
ter 12. Get Publication 225, Farmer’s Tax
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Figure 5-B. Do You Have To Pay Estimated Tax?

Start Here
Do you enpact to owe $500 Do you @xpect your income Do you sxpact your incaome
nrmorlfor1997after ta withholding and credits to Mo tax withholding and credits to No
subiraciing Income be ot lonst 90% (66-2/3% for be at least 100%* of tha tax
wﬁtoldhgandaadtﬂmm — |  fanmers and fishermen) of —3»]  shown on your 1096 tax
your total tax? (Do not the tax to be shown on your relum?
subiract any astimated tax 1997 tax retum?
payments.) Note: Your 1998 retum must
have coverad a 12-month
Yos period.
No Yes
You are NOT required to
satimated tax. ey <
You MUST make eatimaisd
tax paymani(s) by the
raquirad due date(s).
Sea When To Pay E
Estimated Tax

*110% H less than two-thitds of your gross Incoms for 1996 nnd'iﬁﬁ?lsﬁunfuningorﬁd’nlm and your T89€ adjustad gross income was
more than $150,000 ($75,000 i your flling status for 1857 is married fiing & separste retum)

Guide, for information about the tax treat-
ment of commodity credit loans or crop dis-
aster payments.

Backup Withholding

Banks and other businesses that pay you
certain kinds of income must file an infor-
mation return (Form 1099) with the IRS.
The information return shows how much
you were paid during the year. It also in-
cludes your name and taxpayer identifica-
tion number (TIN). Your TIN generally is ei-
ther a social security number or an
employer identification number.

These payments generally are not sub-
ject to withholding. However, “backup”
withholding is required in certain situations.
And, backup withholding can apply to most
kinds of payments that are reported on
Form 1099.

Payments made to you are subject to
backup withholding at a flat 31% rate in the
following situations.

1) You do not give the payer your TIN in
the required manner.

2) The IRS notifies the payer that the TIN
you gave is incorrect.

3) You are required, but fail, to certify
that you are not subject to backup
withholding.

4) The IRS notifies the payer to start
withholding on interest or dividends
because you have underreported in-
terest or dividends on your income tax
return. The IRS will do this only after it
has mailed you four notices over at
least a 120-day period.
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See Backup Withholding in Chapter 1
of Publication 505 for more information.

Penalties. There are civil and criminal
penalties for giving false information to
avoid backup withholding. The civil penalty
is $500. The criminal penalty, upon convic-
tion, is a fine of up to $1,000, or imprison-
ment of up to one year, or both.

Estimated Tax

Estimated tax is the method used to pay
tax on income that is not subject to with-
holding. This includes income from self-
employment, interest, dividends, alimony,
rent, gains from the sale of assets, prizes,
and awards. You also may have to pay esti-
mated tax if the amount of income tax be-
ing withheld from your salary, pension, or
other income is not enough. To figure and
pay estimated tax, use Form 1040-ES, Es-
timated Tax for Individuals.

Estimated tax is used to pay both in-
come tax and self-employment tax, as well
as other taxes and amounts reported on
your tax return. If you do not pay enough
tax through withholding or by making esti-
mated tax payments, you may be charged
a penalty. If you do not pay enough by the
due date of each payment period (see
When To Pay Estimated Tax, later), you
may be charged a penalty even if you are
due a refund when you file your tax return.
For information on when the penalty ap-
plies, see Underpayment Penalty, later.
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Who Must Make
Estimated Tax Payments

If you had a tax liability for 1996, you may
have to pay estimated tax for 1997.

General rule. You must make estimated
tax payments for 1997 if you expect to owe
at least $500 in tax for 1997 after sub-
tracting your withholding and credits, and
you expect your withholding and credits to
be less than the smaller of:

1) 90% of the tax to be shown on your
1997 tax return, or

2) 100% of the tax shown on your 1996
tax return. Your 1996 tax return must
cover all 12 months.

Note. If all your 1997 income will be
subject to income tax withholding, you
probably do not need to make estimated
tax payments.

Exceptions. There are exceptions to
the general rule if you are a farmer or fish-
erman or your 1996 adjusted gross income
was more than $150,000 ($75,000 if your
filing status for 1997 is married filing sepa-
rately). See Figure 5-B and Chapter 2 of
Publication 505 for more information.

To whom the rules apply. The estimated
tax rules apply to:



e U.S. citizens and residents,

¢ Residents of Puerto Rico, the Virgin Is-
lands, Guam, the Commonwealth of the
Northern Mariana Islands, and Ameri-
can Samoa, and

¢ Nonresident aliens.

Aliens. Resident and nonresident
aliens have to make estimated tax pay-
ments. Resident aliens should follow the
rules in this chapter unless noted other-
wise. Nonresident aliens should get Form
1040-ES(NR), U.S. Estimated Tax for
Nonresident Alien Individuals.

Avoiding estimated tax. If, in addition to
income not subject to withholding, you also
receive salaries or wages, you can avoid
having to make estimated tax payments by
asking your employer to take more tax out
of your earnings. To do this, file a new
Form W-4 with your employer.

No tax liability last year. You do not have
to pay estimated tax for 1997 if you meet
all three of the following conditions:

1) You had no tax liability for your 1996
tax year,

2) You were a U.S. citizen or resident for
the whole year, and

3) Your 1996 tax year covered a 12-
month period.

You had no tax liability for 1996 if your
total tax (defined later under Required an-
nual payment) was zero or you did not
have to file an income tax return.

Married taxpayers. To figure whether
you must make estimated tax payments for
1997, apply the rules discussed here to
your 1997 separate estimated income. If
you can make joint estimated tax pay-
ments, you can apply these rules on a joint
basis.

You and your spouse can make joint
payments of estimated tax even if you are
not living together.

You and your spouse cannot make joint
estimated tax payments if you are sepa-
rated under a decree of divorce or sepa-
rate maintenance. Also, you cannot make
joint estimated tax payments if either
spouse is a nonresident alien or if you have
different tax years.

Whether you and your spouse make
joint estimated tax payments or separate
payments will not affect your choice of fil-
ing a joint tax return or separate returns for
1997.

1996 separate returns and 1997 joint
return. If you plan to file a joint return with
your spouse for 1997, but you filed sepa-
rate returns for 1996, your 1996 tax is the
total of the tax shown on your separate re-
turns. You filed a separate return for 1996 if
you filed as single, head of household, or
married filing separately.

1996 joint return and 1997 separate
returns. If you plan to file a separate re-
turn for 1997, but you filed a joint return
with your spouse for 1996, your 1996 tax is
your share of the tax on the joint return.
You file a separate return for 1997 if you
file as single, head of household, or mar-
ried filing separately. To figure your share,
first figure the tax both you and your
spouse would have paid had you filed sep-
arate returns for 1996 using the same filing
status as for 1997. Then multiply your joint
tax liability by the following fraction:

Your separate tax liability
Both spouses’ separate tax liabilities

Example. Joe and Heather filed a joint
return for 1996 showing taxable income of
$48,000 and a tax of $8,234. Of the $48,000
taxable income, $40,000 was Joe’s and the
rest was Heather’s. For 1997, they plan to
file married filing separately. Joe figures his
share of the tax on the 1996 joint return as
follows:

Tax on $40,000 based on a separate

return $ 8,601
Tax on $8,000 based on a separate

return _ 1,204
Total oo $ 9,805
Joe’s portion of total ($8,601 + $9,805) 88%
Joe’s share of joint return tax

($8,234 % 88%) .....ceviirainnnnn. $ 7,246

How To Figure

Estimated Tax

To figure your estimated tax, you must figure
your expected adjusted gross income, taxa-
ble income, and taxes and credits for the
year.

When figuring your 1997 estimated tax, it
may be helpful to use your income, deduc-
tions, and credits for 1996 as a starting point.
Use your 1996 federal tax return as a guide.
You will also need Form 1040-ES to figure
and pay your estimated tax. You must make
adjustments both for changes in your own
situation and for recent changes in the tax
law. For 1997, there are several important
changes in the law. These changes are dis-
cussed under Important Changes for 1997 at
the beginning of this chapter.

Form 1040-ES includes a worksheet to
help you figure your estimated tax. Keep the
worksheet for your records.

For complete information and examples
on how to figure your estimated tax for 1997,
see Chapter 2 of Publication 505.

Expected adjusted gross income. Your
expected adjusted gross income for 1997 is
your expected total income minus your ex-
pected adjustments to income. Include all
the income you expect to receive during the
year, even income that is subject to with-
holding. However, do not include income
that is tax exempt. Be sure to subtract all the
adjustments to income you expect to take on
your 1997 tax return. If you are using your
1996 return as a guide and filed Form 1040,
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your adjustments for 1996 were on lines
23a-30. If you filed Form 1040A, your 1996
adjustments were on lines 15a—15c. When
estimating your 1997 adjustments, include
any allowable contributions to a medical sav-
ings account.

If you expect to receive social security
benefits, you can use Worksheet 2.1 in
Chapter 2 of Publication 505 to figure your
expected taxable benefits.

If you are self-employed, you can use
Worksheet 2.2 in Chapter 2 of Publication
505 to figure your deduction for one-half
your expected self-employment tax.

Expected taxable income. Reduce your
expected adjusted gross income by either
your expected itemized deductions or your
standard deduction and by a $2,650 deduc-
tion for each exemption. For information on
the 1997 standard deduction amounts and a
possible limit on your itemized deductions,
see Publication 505 or the instructions for
Form 1040-ES.

Expected taxes and credits. After you
have figured your expected taxable income,
figure your expected income tax. Use the
1997 Tax Rate Schedules in Publication 505
or in the Form 1040-ES instructions. See
Chapter 32 for the special tax computation
to use for a child under age 14 who has more
than $1,300 of investment income.

Add your expected additional taxes from
Form 8814, Parents’ Election To Report
Child’s Interest and Dividends, and Form
4972, Tax on Lump-Sum Distributions. Sub-
tract your expected credits. If you are using
your 1996 return as a guide and filed Form
1040, your total credits for 1996 were shown
on line 43. If you filed Form 1040A, your total
credits for 1996 were on line 24c. When esti-
mating your 1997 credits, include any allow-
able adoption tax credit. If your credits are
more than your taxes, use “-0-" as the
result.

Add your expected self-employment tax
and other taxes (see Chapter 2 of Publica-
tion 505). “Other taxes” are those shown on
lines 46 and 48 of the 1996 Form 1040, plus
any advance earned income credit pay-
ments on line 49 and any write-in amounts
on line 51 (other than recapture of a federal
mortgage subsidy and any uncollected so-
cial security, Medicare, or railroad retirement
tax). If you filed a 1996 Form 1040A, your
only “other taxes” were any advance earned
income credit payments on line 26.

Finally, subtract your expected earned in-
come credit and fuel tax credit (from Form
4136). The result is your expected total tax
for 1997.

Required annual payment. You figure the
total amount you must pay for 1997 through
withholding and estimated tax payments on
lines 14a through 14c of the 1997 Estimated
Tax Worksheet. The result is your required
annual payment. Itis the smaller of:

1) 90% of your total expected tax for 1997,
or
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2) 100% of the total tax shown on your
1996 return. (Your 1996 tax return must
cover all 12 months.)

Exceptions. If you are a farmer or fisher-
man, or your 1996 adjusted gross income
was more than $150,000 ($75,000 if your fil-
ing status for 1997 is married filing a sepa-
rate return), your required annual payment
may be different. See Required Annual Pay-
mentin Chapter 2 of Publication 505.

Total tax for 1996. Your 1996 total tax
on Form 1040 is the amount on line 51 re-
duced by the total of the amounts on lines
47,50, and 54, any credit from Form 4136 in-
cluded on line 57, any recapture of a federal
mortgage subsidy and any uncollected so-
cial security, Medicare, or railroad retirement
tax included on line 51, and any tax from
Form 5329 (other than the tax on early distri-
butions) included on line 48. On Form
1040A, itis line 28 reduced by the total of the
amounts on lines 27 and 29c. On Form
1040EZ, itis line 10 reduced by line 8.

Total estimated tax payments. Figure the
total amount you must pay for 1997 through
estimated tax payments on lines 15 and 16
of the 1997 Estimated Tax Worksheet. Sub-
tract your expected withholding from your re-
quired annual payment. You usually must
pay this difference in four equal installments.
(See When To Pay Estimated Tax and How
To Figure Each Payment, later.)

If your total expected tax on line 13c, mi-
nus your expected withholding on line 15, is
less than $500, you do not need to make es-
timated tax payments.

Withholding. Your expected withholding for
1997 includes the income tax you expect to
be withheld from all sources (wages, pen-
sions and annuities, etc.). It also includes ex-
cess social security and railroad retirement
tax you expect to be withheld from your
wages.

For information on excess social security
or tier 1 railroad retirement tax withholding
for 1997, see Publication 505.

When To Pay
Estimated Tax

For estimated tax purposes, the year is di-
vided into four payment periods. Each period
has a specific payment due date. If you do
not pay enough tax by the due date of each
of the payment periods, you may be charged
a penalty even if you are due a refund when
you file your income tax return. The following
chart gives the payment periods and due
dates for estimated tax payments.

Due date:
April 15

For the period:

Jan. 1* through Mar.
31

April 1 through May 31 June 15
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June 1 through Aug. 31 September 15
Sept. 1 through Dec.  January 15 next year**
31

*If your tax year does not begin on January 1,
see Fiscal year taxpayers, later.
**See January payment, later.

Saturday, Sunday, holiday rule. If the due
date for making an estimated tax payment
falls on a Saturday, Sunday, or legal holiday,
the payment will be on time if you make it on
the next day that is not a Saturday, Sunday,
or legal holiday. For example, a payment due
Sunday, June 15, 1997, will be on time if you
make it by Monday, June 16, 1997.

January payment. If you file your 1997 re-
turn by February 2, 1998, and pay the rest of
the tax you owe, you do not need to make
your estimated tax payment that would be
due on January 15, 1998.

Fiscal year taxpayers. If your tax year
does not start on January 1, your payment
due dates are:

1) The 15th day of the 4th month of your
fiscal year,

2) The 15th day of the 6th month of your
fiscal year,

3) The 15th day of the 9th month of your
fiscal year, and

4) The 15th day of the 1st month after the
end of your fiscal year.

You do not have to make the last pay-
ment listed above if you file your income tax
return by the last day of the first month after
the end of your fiscal year and pay all the tax
you owe with your return.

When To Start

You do not have to make estimated tax pay-
ments until you have income on which you
will owe the tax. If you have income subject
to estimated tax during the first payment pe-
riod, you must make your first payment by
the due date for the first payment period.
You can pay all your estimated tax at that
time, or you can pay it in four installments. If
you choose to pay in installments, make your
first payment by the due date for the first
payment period. Make your remaining in-
stallment payments by the due dates for the
later periods.

No income subject to estimated tax dur-
ing first period. If you first have income
subject to estimated tax during a later pay-
ment period, you must make your first pay-
ment by the due date for that period. You can
pay your entire estimated tax by the due date
for that period, or you can pay it in install-
ments by the due date for that period and the
due dates for the remaining periods. The fol-
lowing chart shows when to make install-
ment payments:
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If you first

have income

on which you

must pay Make a Make later

estimated tax: payment by: installments by:

Before April 15 June 15

April 1 September 15

January 15
next year*

After March 31 June 15 September 15

and January 15
before next year*
June 1

After May 31  September 15 January 15
and before next year*
Sept. 1

After August  January 15 (None)
31 next year*

*See January payment, and Saturday, Sunday,
holiday rule under When To Pay Estimated Tax,
earlier.

Change in estimated tax. After making
your first estimated tax payment, changes in
your income, adjustments, deductions, cred-
its, or exemptions may make it necessary for
you to refigure your estimated tax. Pay the
unpaid balance of your amended estimated
tax by the next payment due date after the
change or in installments by that date and
the due dates for the remaining payment
periods.

How much to pay to avoid penalty. To de-
termine how much you should pay by each
payment due date, see How To Figure Each
Payment, next. If the earlier discussions of
No income subject to estimated tax during
first period or Change in estimated tax apply
to you, you may need to read the explanation
of the Annualized Income Installment
Method, later, to avoid a penalty.

How To Figure

Each Payment

You should pay enough estimated tax by the
due date of each payment period to avoid a
penalty for that period. If you do not pay
enough each payment period, you may be
charged a penalty even if you are due a re-
fund when you file your tax return. See Un-
derpayment Penalty, later in this chapter.

Regular Installment Method

If you must pay estimated tax beginning with
the payment due April 15, 1997, you can fig-
ure your required payment for each period by
dividing your total estimated tax payments
(line 16 of the 1997 Estimated Tax Work-
sheet) by 4. Use this method only if your re-
quired annual payment stays the same
throughout the year.

If you do not receive your income evenly
throughout the year, your required estimated
tax payments may not be the same for each
period. See Annualized Income Installment
Method, later.



Amended estimated tax. If you
refigure your estimated tax during
4 the year, or if your first payment is
due after April 15, 1997, figure your required
payment for each remaining payment period

using the following worksheet.

1. Amended total estimated tax
PaymMents ........ccveveiiiiiennnn.
2. Multiply line 1 by:
.50 if next payment is due
June 16, 1997.
.75 if next payment is due
September 15, 1997.
1.00 if next payment is due
January 15,1998. ...............

3. Estimated tax payments for all
previous periods ................o..

4. Next required payment: Subtract
line 3 from line 2 and enter the result
(but not less than zero) here and on
your payment-voucher for your next
required payment ...................

If the payment on line 4 is due January 15, 1998,
stop here. Otherwise, go on to line 5.

5. Addlines3and4 ....................

6. Subtract line 5 from line 1 and enter
the result (but not less than zero) ...

7. Each following required payment:
If the payment on line 4 is due June
16, 1997, enter one-half of the
amount on line 6 here and on the
payment-vouchers for your
payments due September 15, 1997,
and January 15, 1998. If the amount
on line 4 is due September 15, 1997,
enter the full amount on line 6 here
and on the payment-voucher for your
payment due January 15,1998 .....

Example. Early in 1997, Mayra figures
her estimated tax is $1,800. She makes esti-
mated tax payments on April 15 and June 16
of $450 each ($1,800 + 4).

On July 10, she sells investment property
at a gain. Her refigured estimated tax is
$3,600. Her required estimated tax payment
for the third payment period is $1,800, fig-
ured as follows.

1. Amended total estimated tax
PAYMENES ...t $3,600
2. Multiply line 1 by:
.50 if next payment is due
June 16, 1997.
.75 if next payment is due
September 15, 1997.
1.00 if next payment is due
January 15,1998, ...............
3. Estimated tax payments for all
previous periods .................... 900

2,700

4. Next required payment: Subtract
line 3 from line 2 and enter the result
(but not less than zero) here and on
your payment-voucher for your next
required payment ................... $1,800

If the payment on line 4 is due January 15, 1998,
stop here. Otherwise, go on to line 5.

5. Addlines3and4 .................... 2,700
6. Subtract line 5 from line 1 and enter
the result (but not less than zero) ... 900

7. Each following required payment:
If the payment on line 4 is due June
16, 1998, enter one-half of the
amount on line 6 here and on the
payment-vouchers for your
payments due September 15, 1997,
and January 15, 1998. If the amount
on line 4 is due September 15, 1997,
enter the full amount on line 6 here
and on the payment-voucher for your
payment due January 15,1998 ..... $900

If Mayra’'s estimated tax does not change
again, her required estimated tax payment
for the fourth payment period will be $900.

File Form 2210 to avoid penalty. If your
estimated tax payment for a previous period
is less than one-fourth of your amended esti-
mated tax, you may be charged a penalty for
underpayment of estimated tax for that pe-
riod when you file your tax return. To avoid
the penalty, you must show that the total of
your withholding and estimated tax payment
for the period was at least as much as your
annualized income installment. Complete
Form 2210 and Schedule Al — Annualized
Income Installment Method, and attach the
form and Schedule Al to your tax return. See
Form 2210, later, under Underpayment Pen-
alty, for more information.

Annualized Income
Installment Method

If you do not receive your income evenly
throughout the year (for example, your in-
come from a repair shop you operate is
much larger in the summer than it is during
the rest of the year), your required estimated
tax payment for one or more periods may be
less than the amount figured using the regu-
lar installment method.

To see if you can pay less for any period,
complete the 1997 Annualized Estimated
Tax Worksheet (Worksheet 2.10) in Chapter
2 of Publication 505.

Note. If you use the annualized income
installment method to figure your estimated
tax payments, you must attach to your tax
return a completed Form 2210 and Schedule
Al (Form 2210). See Form 2210 under Un-
derpayment Penalty, |ater.

Estimated Tax Payments
Not Required

You do not have to make estimated tax pay-
ments if your withholding in each payment
period is at least one-fourth of your required
annual payment or at least your required an-
nualized income installment for that period.
You also do not have to make estimated tax
payments if you will pay enough through
withholding to keep the amount you owe with
your 1997 return under $500.
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How To Pay Estimated Tax

There are two ways to make estimated tax
payments:

1) By crediting an overpayment on your
1996 return to your 1997 estimated tax,
and

2) By sending in your payment with a pay-
ment-voucher from Form 1040-ES.

Crediting an Overpayment

When you file your Form 1040 or Form
1040A for 1996 and you have an overpay-
ment of tax, you can apply part or all of it to
your estimated tax for 1997. On line 61 of
Form 1040, or line 32 of Form 1040A, write
the amount you want credited to your esti-
mated tax rather than refunded. The amount
you have credited should be taken into ac-
count when figuring your estimated tax
payments.

You can use all the credited amount to-
ward your first payment, or you can spread it
out in any way you choose among any or all
of your payments.

If you ask that an overpayment be
credited to your estimated tax for the next
year, the payment is considered to have
been made on the due date of the first esti-
mated tax installment (April 15 for calendar
year taxpayers). You cannot have any of that
amount refunded to you after that due date.
You also cannot use that overpayment in
any other way after that date.

Using the Payment-Vouchers

Each payment of estimated tax must be ac-
companied by a payment-voucher from
Form 1040-ES. If you made estimated tax
payments last year, you should receive a
copy of the 1997 Form 1040-ES in the mail.
It will have payment-vouchers preprinted
with your name, address, and social security
number. Using the preprinted vouchers will
speed processing, reduce the chance of er-
ror, and help save processing costs.

If you did not pay estimated tax last year,
you will have to get a copy of Form 1040-ES
from the IRS. Do so by calling 1-800—-TAX—
FORM (1-800-829-3676). After you make
your first payment, a Form 1040—-ES pack-
age with the preprinted vouchers will be
mailed to you. Follow the instructions in the
package to make sure you use the vouchers
correctly.

Use the addressed envelopes that came
with your Form 1040-ES package. If you use
your own envelope, make sure you mail your
payment-vouchers to the address shown in
the Form 1040-ES instructions for the place
where you live. Do not use the address
shown in the Form 1040 or Form 1040A
instructions.

Change of address. You must notify the
IRS if you are making estimated tax pay-
ments and you changed your address during
the year. You must send a clear and concise
written statement to the IRS Service Center
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where you filed your last return and provide
all of the following:

1) Your full name (and your spouse’s full
name),

2) Your signature (and spouse’s
signature),

3) Your old address (and spouse’s old ad-
dress if different),

4) Your new address, and

5) Your social security number (and
spouse’s social security number).

You can use Form 8822, Change of Ad-
dress, for this purpose.

You can continue to use your old
preprinted payment-vouchers until the IRS
sends you new ones. However, DO NOT
correct the address on the old voucher or
the address on the envelope.

Credit for Withholding
and Estimated Tax

When you file your 1996 income tax return,
take credit for all the income tax and excess
social security or railroad retirement tax with-
held from your salary, wages, pensions, etc.
Also, take credit for the estimated tax you
paid for 1996. These credits are subtracted
from your tax. You should file a return and
claim these credits even if you do not owe
tax.

If you had two or more employers and
were paid wages of more than $62,700 dur-
ing 1996, too much social security or railroad
retirement tax may have been withheld from
your wages. See Credit for Excess Social
Security Tax or Railroad Retirement Tax
Withheld in Chapter 36.

Withholding

If you had income tax withheld during 1996,
you should receive a statement by January
31, 1997, showing your income and the tax
withheld. Depending on the source of your
income, you will receive:

e Form W-2, Wage and Tax Statement,

* Form W-2G, Certain Gambling Winnings,
or

e Aform in the 1099 series.

Forms W-2 and W-2G. You file Form W-2
with your income tax return. File Form W-2G
with your return if it shows any federal in-
come tax withheld from your winnings.

You should get at least two copies of
each form you receive. Attach Copy B to the
front of your federal income tax return. Copy
C is for your records. You should also re-
ceive copies to file with your state and local
returns.

Form W-2

Your employer should give you a Form W-2
for 1996 by January 31, 1997. You should re-
ceive a separate Form W-2 from each em-
ployer you worked for.
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If you stop working before the end of the
year, your employer can give you your Form
W-2 at any time after you leave your job.
However, your employer must give it to you
by January 31 of the following year (or the
next day that is not a Saturday, Sunday, or
holiday if January 31 is a Saturday, Sunday,
or holiday). If you ask for the form, your em-
ployer must give it to you within 30 days after
receiving your written request or within 30
days after your final wage payment, which-
ever is later.

If you have not received your Form W-2
by January 31, 1997, you should ask your
employer for it. If you do not receive it by
February 15, call the IRS toll-free telephone
number for your area. The number is listed in
the Form 1040, Form 1040A, and Form
1040EZ instructions. You will be asked to
give your employer’'s name, address, and
telephone number, and, if known, your em-
ployer’s identification number. You will also
be asked for your address, social security
number, daytime telephone number, dates
of employment, and your best estimate of
your total wages and federal income tax
withheld.

Form W-2 shows your total pay and
other compensation and the income tax, so-
cial security tax, and Medicare tax that was
withheld during the year. Take credit for the
federal income tax withheld on:

¢ Line 52 if you file Form 1040,
¢ Line 29aif you file Form 1040A, or
e Line 7 if you file Form 1040EZ.

Form W-2 is also used to report any taxa-
ble sick pay you received and any income
tax withheld from your sick pay.

Form W-2G

If you had gambling winnings, the payer may
have withheld 28% as income tax. If tax was
withheld, the payer will give you a Form W-
2G showing the amount you won and the
amount of tax withheld. Report the amounts
you won on line 21 of Form 1040. Take credit
for the tax withheld on line 52 of Form 1040.
If you had gambling winnings, you must use
Form 1040; you cannot use Form 1040A or
Form 1040EZ. See Deductions Not Subject
to the 2% Limit in Chapter 30 for information
on how to deduct gambling losses.

The 1099 Series

Most forms in the 1099 series are not filed
with your return. You should receive these
forms by January 31, 1997. Keep these
forms for your records. There are several dif-
ferent forms in this series, including:

e Form 1099-B, Proceeds From Broker and
Barter Exchange Transactions,

e Form 1099-DIV, Dividends and
Distributions,

e Form 1099-G, Certain Government
Payments,

e Form 1099—-INT, Interest Income,
e Form 1099-MISC, Miscellaneous Income,
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e Form 1099-0ID, Original Issue Discount,

e Form 1099-R, Distributions From Pen-
sions, Annuities, Retirement or Profit-
Sharing Plans, IRAs, Insurance Contracts,
etc.,

* Form SSA-1099, Social Security Benefit
Statement, and

e Form RRB-1099, Payments by the Rail-
road Retirement Board.

For some types of income reported on
forms in the 1099 series, you may not be
able to use Form 1040A or Form 1040EZ.
See the instructions to these forms for
details.

Form 1099-R. Attach Form 1099-R to your
return if box 4 shows federal income tax
withholding. Include the amount withheld in
the total on line 52 of Form 1040 or line 29a
of Form 1040A.

Backup withholding. If you were subject to
backup withholding on income you received
during 1996, include the amount withheld, as
shown on your Form 1099, in the total on line
52 of Form 1040, or line 29a of Form 1040A.

Form Not Correct

If you receive a form with incorrect informa-
tion on it, you should ask the payer for a cor-
rected form. Call the telephone number or
write to the address given for the payer on
the form. The corrected Form W—2G or Form
1099 you receive will be marked “COR-
RECTED.” A special form, Form W-2c,
Statement of Corrected Wage and Tax
Amounts, is used to correct a Form W-2.

Form Received After Filing

If you file your return and you later receive a
form for income that you did not include on
your return, you should report the income
and take credit for any income tax w